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Preface 


The purpose of this book is to give financial executives and 
operating management a convenient guide to all the services 
they are entitled to expect from their professional accounting 
advisors—the new profit-building services as well as the more 
familiar services essential to the continuance and well-being 
of an enterprise. The book seeks to demonstrate what the 
individual certified public accountant or the accounting firm 
can do, how the capabilities of the individual or firm can be 
judged, and how the company being served can get the most 
out of the services that are rendered. 

One of the principal values of the book should be to sug- 
gest the type of inquiries an executive should make concern- 
ing the integrity, capability, and resources of his accounting 
firm. 

In planning the book, the author took the rather bold step 
of asking a group of accounting firms to reply to a series of 
questions designed to yield a comprehensive description of 
their practices and experience. The questions covered the 
more important aspects of the practical operation of an ac- 
counting practice rather than matters of accounting principle 
or auditing methods. The answers to these questions are sum- 
marized and illustrated with representative responses. The 
sample response represented in the book covers a large propor- 
tion of the professional accounting work done in this country. 
Ten international and national firms replied. These firms have 
offices throughout the country and reflect conditions in all 
states and in all industries. Thirty-five regional and _ local 
firms replied. They range in size from one small office to 
regional firms with several offices covering several states. 
Thus all geographic areas and many different types of prac- 
tice are represented. 
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The response was greater and the replies fuller than the 
writer had hoped for. The author is privileged to have this 
opportunity to thank these firms publicly, even though they 
must remain anonymous. 

While this book reviews briefly the development of the ac- 
counting profession in the United States and attempts to 
appraise its functioning today, it does not attempt to predict 
what is to come. A caveat of this sort, while it applies to any 
technical book, is particularly appropriate here, because we 
are dealing with a profession in the midst of a change so wide- 
spread and radical as to constitute a virtual revolution. 

For the most part this revolutionary atmosphere is the re- 
sult of rapid technical developments in computers and data 
processing that mean not only a vast extension of the useful- 
ness of accounts and records; they mean a thorough-going re- 
vision of auditing techniques. Auditing principles remain the 
same, but the testing and evaluation of the work of a modern 
computer would have been incomprehensible to the most 
highly skilled auditor of forty or fifty years ago. In addition 
to the changes in auditing and record keeping techniques as 
such, changes in tax practice and government contract work, 
refinements in budgeting and responsibility accounting, and 
developments in presentation of financial statements to third 
parties are taking place so rapidly that accountants and their 
professional societies are having a difficult time to keep up 
with them. 

This does not mean, however, that all accountants or ac- 
counting firms are advancing at the same pace. The geo- 
graphical location of the firm, the nature of the clientele, the 
number of offices and size of staff all have a bearing on how 
the general situation might affect any particular firm. But the 
real test of the accountant’s ability and willingness to keep 
up with present-day techniques and methods is what is done 
at the level of the individual. A small or medium-sized firm 
composed of active, progressive men can be of more help to a 
client than a much larger firm, if the partners and staff of the 
latter, for one reason or another, have not taken the time 
nor made the effort to master the new developments and 
techniques. 
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There is nothing mysterious about these new methods, and 
full information about them is available to anyone. They are, 
however, difficult and complex and require a great deal of 
really hard thinking to grasp fully. 

In view of the great opportunities that have opened up 
today, the executive responsible for dealing with the com- 
pany’s certified public accountants should make it a point to 
find out just what his accounting firm can do for him. If this 
book succeeds in stimulating such inquiries and encouraging 
freer communications between businessmen and accountants, 
the author’s purpose will have been accomplished. 


MauvricEe E. PELOUBET 
Cape May, New Jersey 
May, 1967 
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Accounting Services Today 


A TIME OF RAPID CHANGE 


When Rip Van Winkle returned to his little Catskill village 
after an absence of twenty years, he found a strange, but not 
incomprehensible, society. Children had grown up, his wife 
had died, his daughter had married, and George Washing- 
ton’s picture had taken the place of King George’s, but people 
lived in much the same way they did before he played his 
fateful game of bowls with Henry Hudson’s men. 

If, however, his absence had extended another one hundred 
and fifty years, he would have come back to not merely a 
strange but indeed an incomprehensible society. Automo- 
biles, air conditioning, airplanes, telephones, radio, and tele- 
vision are only a few of the things that not only would have 
been outside his experience but would have been beyond his 
comprehension. 

If an experienced and well-qualified accountant had fallen 
into a deep slumber in 1935 and had awakened in 1965, he 
would have found himself, so far as the changes in his pro- 
fession were concerned, not in Rip’s position at the end of a 
twenty years’ absence, but rather in the position Rip would 
have been in at the end of one hundred and seventy years of 
slumber. Many things in the development of the profession 
in those thirty years not only would have seemed very strange 
to him but would have been, to a considerable extent, incom- 
prehensible. ~ 

For some of the developments, the very terminology would 
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be new, for example, cybernetics, binary, and PERT. Other ex- 
pressions using familiar words would be equally difficult: 
operations research, critical path, and problem solving by sim- 
ulation (see the Glossary, p. 199). 

Although the accounting profession has developed rapidly, 
the pace was hardly quick enough and the innovations hardly 
radical enough for the process to be called anything but evolu- 
tionary, until sometime in the 1940’s. From then on the pace 
quickened; technical, administrative and theoretical break- 
throughs were made, and evolution changed into revolution. 


Development of Traditional Services 


One of the principal effects of the new accounting is the 
great development of the traditional services to be expected 
from an accounting firm: audit, the attestation of financial 
statements for third parties, the preparation of tax returns 
and contesting disputed assessments, the design and improve- 
ment of accounting and control systems, and the provision of 
expert witnesses on accounting theory and practice. 

These have been the functions of the certified public ac- 
countant from the beginning of the profession, but as will be 
seen, they have expanded and developed tremendously in the 
past ten to twenty years. 


Development of Management Advisory Services 


Even more significant than these developments are some 
services of the accounting firm now available to business and 
government that have been developed in the last few years. 
These services originate for the most part in the department 
or group of members of a firm usually called the management 
advisory services section or division. Many of the smaller 
C.P.A. firms do not have a formal management advisory 
services department, but almost every accountant now renders 
some of these services and has done so in the past. 

From the earliest days of the profession, system work of 
one kind or another has been part of the accountant’s work. 
In the early part of the century, accountants and engineers 
shared the work of developing cost systems. Henry Lawrence 
Gantt was an engineer; J. Lee Nicholson and G. Charter Har- 
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rison were accountants. Frederick Winslow Taylor, the father 
of scientific management, was an engineer. They and others 
of that period laid the foundations of cost accounting and were 
reaching for the beginnings of standard costs. 

Although the transition from system work as an adjunct 
to the audit over to the formal organization of management 
service departments was gradual and progressed at different 
rates in different firms, it was in the 1930’s and 1940’s that 
the changes were taking effect. The newer types of service 
went far beyond the system and cost work that had formerly 
been done. 

Even before the opening of broader fields made possible by 
the computer, the change could be seen in the type of per- 
sonnel found in these departments. Mathematicians, market- 
ing specialists, economists, industrial and mechanical engi- 
neers, personnel consultants, and cost specialists, as well as 
many men trained in other specialties who would have been 
quite out of place in the old-fashioned accounting office, were 
employed, and full use was made of their abilities. 

With the advent of high-speed data processing equipment, 
the potentials of management services mushroomed almost 
overnight. No longer was useful information unavailable be- 
cause the cost of obtaining it was prohibitive or because the 
time required to produce it was so great that it was no longer 
useful when it became available. 

It is an oversimplification to say that computers alone were 
responsible for the rapid expansion of management service 
departments; it is nevertheless true that the computer was 
the greatest single influence in the growth of these services and 
that without the computer such a growth would have been 
slow, if indeed it had taken place at all. 


TYPES OF SERVICES OFFERED 


The following discussions are concerned with the scope of 
the services that a client may, under present conditions, expect 


1 For a description of the work of Gantt, Nicholson, and Taylor, see Morton 
Backer (ed.), Modern Accounting Theory (Englewood Cliffs, N.J.: Prentice- 
Hall, Inc., 1966), p. 14; and for the work of Harrison, see Morton Backer (ed.), 
Handbook of Modern Accounting Theory (Englewood Cliffs, N.J.: Prentice- 
Hall, Inc., 1955), p. 311. 
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from a firm of certified public accountants.” Few if any clients 
will require all the various services, but the financial executive 
should know what he can reasonably expect when need arises. 
These services fall into the following principal categories: 
Management Advisory Services, Tax Services, Audit Services, 
and Financial Reporting. The first three of these service cate- 
gories are dealt with later in separate chapters. 


Management Advisory Services 


The non-accountant may think that the C.P.A.’s chief con- 
tribution to the profitability of an enterprise is in the area of 
taxes, in taking advantage of every legitimate or unchallenged 
method of reducing taxable income. He would be quite mis- 
taken. In preventing overpayment of tax, good tax advice is 
conserving profits already earned and realized. Even the best 
tax counsel, however, must first have the profits to work on. 
Management services work has for its purpose increasing and 
maximizing the profitability of the client enterprise. 

The cases illustrating management services in Chapter 2 
are grouped under the following headings: General Manage- 
ment, Finance, Manufacturing, Marketing and Distribution, 
Electronic Data Processing, and Administrative Support. Such 
an oversimplified and unrefined outline cannot properly con- 
vey the scope and variety of the services that are available 
today. If we were to attempt a complete list of the services 
that might be expected from the large national or interna- 
tional C.P.A. firm, it would run to seventy or more items and 
include such items as: calculating return on investment; ap- 
praising key accounting personnel; suggesting methods of 
approach to capital markets; developing information in antici- 
pation of acquisitions and mergers; and advising on executive 
compensation plans, inventory policy, intracompany transfer 
pricing, coordination of production planning with sales fore- 
casts, preventive maintenance programs, and clerical and ad- 
ministrative procedures. 

Smaller accounting firms specializing in certain industries 
can frequently render important management services. For 

2 The scope and organization of the national accounting firm are indicated 


in “The Auditors Have Arrived,” Fortune, October and December, 1960, and 
“The Very Private World of Peat, Marwick, Mitchell,” Fortune, July, 1966. 
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example, in the garment and fur trades an accountant must 
be able to prepare statements, often monthly, that promptly 
give credit grantors the information they need; advise the 
client on organization and overhead matters: and prepare 
statements for labor unions and confer with union repre- 
sentatives on various provisions of labor contracts. There are 
many other examples of how a smaller, local firm, familiar with 
the region or the industry, can be of the greatest value, par- 
ticularly to the smaller client. 

If we should examine the individual items in the long list 
of available management services, we would see that they all 
relate in some way to profitability, and that they are also 
distinctly and definitely for the benefit of the enterprise itself. 
No liability to the government is considered, as in tax work, 
and nothing is done for the benefit of third parties; renegotia- 
tion of government contracts might appear to be an exception, 
but even here the purpose is to arrive at a cost on which the 
reasonableness of a profit is based rather than to determine a 
liability to the government. Instead, the emphasis is on man- 
agement’s own problems, some recurring and some arising 
infrequently. Members of the individual management team 
would be well advised to consider carefully whether the vari- 
ous problems affecting profitability have been satisfactorily 
solved or whether, in some cases, they have even been 
recognized. 


Accountants’ Tax Services and Income 


The relation of tax work to income is obvious, and every 
businessman, from the gas-station proprietor to the president 
of a corporation of national scope, knows that he must have 
as good tax advice as is available to him or face either the 
risk of overpaying his taxes or the equally serious risk of dis- 
pute, litigation, and possible fraud charges if he underpays 
them. 

The most basic of tax services is, of course, the prepara- 
tion of returns so that the statutes and regulations will be 
properly complied with, thus reducing the chance of unneces- 
sary audits, and so that proper advantage will be taken of all 
provisions for the computation of taxable income. 
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Even more valuable may be the contribution the account- 
ant can make to tax planning in estimating the probable tax 
effect of entering into certain transactions and the effects of 
alternative methods of handling the same transaction, and in 
suggesting changes in the form and substance of the transac- 
tion where this would result in a legitimate tax advantage. 
Tax planning is essential, for example, in the purchase, sale, or 
merger of a business; in the initial organization of a new enter- 
prise; and in the timing and treatment of security transactions 
for individuals or corporations. The estate planning of cor- 
porate officers is sometimes closely connected with corporate 
affairs, and this is often considered to be a responsibility of 
the financial executive. The accountant should be a member 
of the team, along with attorneys and insurance advisors, 
when questions of estate planning arise. He can also give 
helpful advice on the organization and administration of the 
client’s own tax department. 

Another important kind of tax planning arises when new 
legislation is proposed. Because of his day-to-day knowledge 
of client affairs, the accountant can initiate and give advice 
on appropriate changes in organization, transactions, etc., to 
put the client in the most advantageous position when and if 
the proposal becomes law. 

In their contacts with taxing and judicial bodies, the ac- 
countant may serve clients by advising or representing them 
in conferences with the Internal Revenue Service and state 
taxing authorities and by appearing as a witness in the Tax 
Court or other courts to testify to the facts in a given situation. 
He may sometimes testify for a party not otherwise a client 
on the application of accounting principles or trade practices 
in an industry with which he is familiar. 

The organization and functioning of the accounting firm’s 


tax services department is considered in more depth in Chap- 
tera. 


Audit and Investigation 


The regular annual audit should not be regarded by the 
financial executive as a mere routine requirement or a conven- 
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tional safeguard. Apart from its basic external functions, it 
is in the course of the regular audit that possibilities for im- 
provements in system and methods and, frequently, oppor- 
tunities for minimizing various types of taxes are brought to 
light. There is thus an indirect but nevertheless important 
connection between the annual audit and profitability. 

To some financial officers an audit is like Shakespeare’s cat, 
harmless and necessary. To others, hopefully the majority, it 
is an objective and impartial review of operations, a source of 
suggestions for improvement, and a guidepost to those areas 
of the enterprise that may need more executive attention than 
they have been getting. It may often serve as a guide to the 
use of the other capabilities of the accounting firm, particu- 
larly in the management services and tax departments. 

The basic external function of the annual audit and the 
auditor’s opinion is to make it possible to fulfill the obliga- 
tions of the enterprise to third parties—stockholders, bond- 
holders, banks, insurance companies, and other credit grantors, 
as well as various government agencies such as the Securities 
and Exchange Commission, public utility commissions, and, 
not infrequently, the Internal Revenue Service. In some cases 
audited statements are needed in dealings with labor unions. 

It is on these third parties that a corporation depends for 
both its. legal existence and its financial nourishment. This is 
more obviously true of a large corporation listed on a reg- 
istered stock exchange, but there are few if any small, closely 
held corporations, partnerships, or proprietorships that do not 
have some third-party obligations requiring the use of audited 
financial statements. 

A subsidiary purpose of the audit, the detection of internal 
fraud and the safeguarding of the company’s property, is ac- 
complished if enough work is done by either the internal 
auditors or the independent C.P.A. to ensure that the property 
and income shown in the financial statements are substantially 
correct. 

Audits are also undertaken in connection with the sale or 
purchase of a business or the determination of shares in a joint 
venture, and for such other special purposes as to determine 
product costs and support insurance claims for fire or other 
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losses. The difference between special audit work and some 
features of management advisory services is sometimes hard 
to define. 

The annual independent audit in accordance with generally 
accepted standards is discussed in some detail in Chapter 4. 


Financial Reporting 


To Wuom Is THE CorPorATION RESPONSIBLE? The pub- 
licly owned corporation and, to a very considerable extent, the 
closely held corporation, large or small, have a multitude of 
responsibilities and are under many obligations to people, or- 
ganizations, and various government agencies. Although 
these demands are for the most part met by the delivery of 
goods, the payment of money, or the rendering of service, a 
financial statement of some sort is a necessary part of meeting 
the obligation. In some instances it is the financial statement 
only that is required. 

If we assume that the responsible source of the financial 
statements is the management of the corporation, the directors 
and officers, then every other person or organization, including 
the stockholder and the employee of the corporation, is a third 
party. Although not all corporations are required to furnish 
statements to all third parties included in the following list, 
every corporation has an obligation to furnish statements to 
some of them. Broadly speaking, those to whom financial state- 
ments must or may be submitted are: 


Owners—holders of common or preferred stocks or analogous 
equity securities. 


Crepirors—bond and debenture holders, insurance companies, 
banks, pension funds, other creditors for loans, and, in some 
cases, suppliers of materials or equipment or equipment 
lessors. 


GOVERNMENT AGENCIES: 
Internal Revenue Service 
Taxing authorities of states or municipalities 
Securities and Exchange Commission 
Federal Trade Commission 
Federal Communications Commission 
Interstate Commerce Commission 
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State and federal public utility commissions 
Other regulatory bodies 
State security commissions 


EMPLOYEES AND UNIONS: 
Individual employees 
Local and international unions 


THE PuBLic: 

Financial writers and editors of daily and weekly newspapers 
and general and financial magazines. 

Financial analysts representing brokerage and investment 
houses, or organizations representing institutional or private 
investors. 

The management of mutual funds, pension funds, and other in- 
stitutional investors. 


FINANCIAL STATEMENTS FOR THIRD Parties. While the 
statements to be submitted to various third parties are widely 
different in form and extent of detail, they have two charac- 
teristics in common: they are all based on one set of financial 
books, and these books have been audited by independent 
C.P.A.’s or will be subject to audit. Nevertheless, they are the 
statements of the management of the corporation, and the 
management is primarily responsible for them. This does not 
mean that the independent C.P.A. is not consulted about form 
and content even when the statements have not yet been com- 
pletely audited. This is particularly true of monthly or quar- 
terly statements where the management quite properly wishes 
to avoid any large adjustment or serious inconsistency be- 
tween published interim figures and a statement of the results 
for an entire period. 

Any financial statement, whether condensed for newspaper 
publication or distribution to employees, or elaborated for fi- 
nancial analysts, should be based on and be capable of recon- 
ciliation with the corporation’s basic accounting records. 


STOCKHOLDERS AND CREDIT GRANTORS. The principal finan- 
cial statement of most corporations is contained in the an- 
nual report to stockholders, which consists of a balance sheet 
and income account and now generally includes a fund or 
cash-flow statement. In~some, details are given of particular 
items such as capital additions or changes in funded debt. 
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For corporations the securities of which are publicly held, the 
report is a public document and is reproduced in whole or in 
part in financial manuals and magazines and daily or weekly 
journals. 

Annual statements to the Securities and Exchange Com- 
mission include the financial statements published to stock- 
holders, occasionally with minor differences in form but none 
in substance, and certain supporting statements not usually 
included in the published reports. These, too, are public doc- 
uments open to public inspection, copies of which can be 
obtained for a nominal duplicating fee. 

When an issue of equity securities is made by an existing 
corporation, these must ordinarily be registered with the Se- 
curities and Exchange Commission and the stockholders noti- 
fied and permitted to subscribe to the new securities. An 
initial issue of equity securities must be registered in the same 
way. Here again, these are public documents. 

In agreements with bond and debenture holders, insurance 
companies, banks, pension funds, and other credit grantors, 
provision is usually made for the submission of periodic 
audited financial statements, frequently in somewhat more de- 
tail than is required by the Securities and Exchange Commis- 
sion. Where there are covenants requiring the maintenance 
of a fixed amount or percentage of working capital or restric- 
tions on the use of the borrowed money, statements showing 
whether or not these requirements are met are included with 
the usual financial statements. Sometimes financial statements 
for individual units in a consolidation, not otherwise required, 
are prepared for the credit grantor. Where securities of this 
type are publicly held they must be registered with the Secu- 
rities and Exchange Commission. 

On all of these statements the independent C.P.A. must, if 
he can, give an opinion as to whether they fairly present the 
financial condition of the corporation on the basis of accepted 
accounting principles and a statement that the auditor has 
carried out all the procedures and tests required by generally 
accepted auditing standards (see Chapter 4, pp. 71-74). 

GOVERNMENT AGENCIES. There is one government agency 
to which every corporation must submit annual financial state- 
ments—the Internal Revenue Service. A corporate tax return 
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is essentially a set of financial statements and supporting 
schedules. They are different in form from the annual finan- 
cial statements, but the basic data and content are the same. 
The taxpayer is required to reconcile his taxable income and 
surplus with his corporate results. 

The requirements of the Securities and Exchange Commis- 
sion have already been discussed, and those of the various state 
security commissions operating under what are sometimes 
known as the “blue sky” laws are essentially similar. The 
auditor must be prepared to show that he meets the specific 
requirements of the SEC so far as independence is concerned. 

The various regulatory commissions and agencies have their 
own special requirements for information, but they are all 
based on the financial books, and they differ from the pub- 
lished financial statements in form, emphasis, and amount of 
detail rather than in substance. The independent C.P.A. must 
be familiar with the requirements of any government agency 
under whose jurisdiction his clients (the Interstate Commerce 
Commission or public utility commissions, for instance) oper- 
ate and should be prepared to defend his statements and 
represent his clients before such agencies if need be. 


EMPLOYEES, LaBor UNIONS, AND ANALYsTs. Many corpo- 
rations prepare summarized and more or less informal state- 
ments of company affairs and financial statements for 
employees. These, of course, must be accurate in spite of their 
informality, and although the auditor does not ordinarily give 
an opinion on such statements, his advice on form and content 
may be valuable. Statements for employees sometimes are re- 
quired. Benefit associations and pension plans generally pro- 
vide for audits and statements on which the auditor gives his 
professional opinion. 

Agreements with unions may call for audited statements, 
as do certain needle-trade agreements whereunder the em- 
ployer pays a penalty for employing non-union help. Some, 
but of course not all, labor unions are audited by independent 
certified public accountants, and their financial statements dis- 
tributed to members. 

Financial editors and analysts, either working as journalists 
or in the employ of financial institutions, are without doubt 
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both the most difficult and critical readers of financial state- 
ments and at the same time the most appreciative of full 
disclosures and explanations. They feel keenly their respon- 
sibility to those who rely on them and, although they wish the 
corporation and its officers well, feel no duty or even inclina- 
tion to excuse past mistakes or to gloss over present unfavor- 
able conditions or deficiencies. 

A corporation may wish to give more detailed information 
to analysts representing present or potential credit grantors 
or to institutional investors in its securities, and here again 
the advice and experience of the independent accountant may 
be of great value. 


A DESCRIPTION OF PROFESSIONAL PRACTICE 


A useful description of the “state of the art” today, which 
may also serve as an excellent introduction to much of what 
is to follow in this book, is provided in “A Description of the 
Professional Practice of Certified Public Accountants.”? This 
description was prepared by the Planning Committee of the 
American Institute of Certified Public Accountants, approved 
by the Executive Committee, and adopted by Council on 
October 1, 1966, as an official statement of policy. 


Certified public accountants practice in the broad field of 
accounting. 

Accounting is a discipline which provides financial and 
other information essential to the efficient conduct and evalu- 
ation of the activities of any organization. 

The information which accounting provides is essential for 
(1) effective planning, control and decision-making by man- 
agement, and (2) discharging the accountability of organiza- 
tions to investors, creditors, government agencies, taxing 
authorities, association members, contributors to welfare in- 
stitutions, and others. 


3 Journal of Accountancy, December 1966. 
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Accounting includes the development and analysis of data, 
the testing of their validity and relevance, and the interpreta- 
tion and communication of the resulting information to 
intended users. The data may be expressed in monetary or 
other quantitative terms, or in symbolic or verbal forms. 

Some of the data with which accounting is concerned are 
not precisely measurable, but necessarily involve assumptions 
and estimates as to the present effect of future events and 
other uncertainties. Accordingly, accounting requires not 
only technical knowledge and skill, but, even more impor- 
tantly, disciplined judgment, perception and objectivity. 

Within this broad field of accounting, certified public ac- 
countants are the identified professional accountants. They 
provide leadership in accounting research and education. In 
the practice of public accounting CPAs bring competence of 
professional quality, independence, and a strong concern for 
the usefulness of the information and advice they provide, but 
they do not make management decisions. 

The professional quality of their services is based upon the 
requirements for the CPA certificate—education, experience 
and examination—and upon the ethical and technical stand- 
ards established and enforced by their profession. 

CPAs have a distinctive role in examining financial state- 
ments. submitted to investors, creditors and other interested 
parties, and in expressing independent opinions on the fair- 
ness of such statements. This distinctive role has inevitably 
encouraged a demand for the opinions of CPAs on a wide vari- 
ety of other representations, such as compliance with rules 
and regulations of government agencies, sales statistics under 
lease and royalty agreements, and adherence to covenants in 
indentures. 

The examination of financial statements requires CPAs to 
review many aspects of an organization’s activities and pro- 
cedures. Consequently, they can advise clients of needed 
improvements in internal control and make constructive sug- 
gestions on financial, tax and other operating matters. 

In addition to furnishing advice in conjunction with their 
independent examinations of financial statements, CPAs are 
engaged to provide objective advice and consultation on vari- 
ous management problems. Many of these involve informa- 
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tion and control systems and techniques, such as budgeting, 
cost control, profit planning, internal reporting, automatic data 
processing, and quantitative analysis. CPAs also assist in the 
development and implementation of programs approved by 
management. 

Among the major management problems depending on the 
accounting function is compliance with tax requirements. An 
important part of the practice of CPAs includes tax planning 
and advice, preparation of tax returns, and representation of 
clients before government agencies. 

CPAs also participate in conferences with government 
agencies such as the Securities and Exchange Commission, and 
with other interested parties, such as bankers. 

Like other professional men, CPAs are often consulted on 
business, civic and other problems on which their judgment, 
experience and professional standards permit them to provide 
helpful advice and assistance. 

The complexities of an industrial society encourage a high 
degree of specialization in all professions. The accounting 
profession is no exception. Its scope is so wide and varied 
that many individual CPAs choose to specialize in particular 
types of service. 

Although their activities may be diverse, all CPAs have 
demonstrated basic competence of professional quality in the 
discipline of accounting. It is this which unites them as mem- 
bers of one profession and provides a foundation for extension 
of their services into new areas. 

August 26, 1966 


2 


Management Advisory 
Services 


THE MANAGEMENT ADVISORY SERVICES DEPARTMENT 


An accounting firm’s management advisory services depart- 
ment, whatever it may be called officially, is concerned 
primarily with increasing clients’ profitability without regard 
for third parties or the government. In order to perform this 
function, accounting firms have developed specialized groups 
with particular areas of responsibility. These include, among 
others, general management, finance, industrial engineering, 
electronic data processing, operations research, marketing and 
distribution, government contracts, mergers and acquisitions, 
and international finance. In addition, the staff will include in- 
dividuals who specialize in the problems of specific industries. 

Many of those making up the department have educational 
backgrounds and experience in accounting and finance; many 
others have had their training and experience in nonfinancial 
areas, both within the firm and in industry. These varied back- 
grounds not only make it possible to undertake the solution 
of a wide range of business problems, but also permit the 
accounting firm to draw upon whatever disciplines and skills 
may be necessary to solve an individual problem. 

The work of a management advisory services department 
is not limited to commercial clients and private enterprises. 


Zz, 
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Engagements for agencies and departments of our own govern- 
ment, and in the case of firms with an international organiza- 
tion for foreign governments as well, are not at all unusual. 
Nonprofit organizations, foundations, religious bodies, char- 
ities, and the like also have problems with which such a 
department can assist. 

Most accounting firms established for any great length of 
time have a history of assisting management in industry, gov- 
ernment, and nonprofit organizations on a confidential basis. 
They bring to their assignments a wealth of knowledge and 
a broad spectrum of information and experience gained in 
many engagements. They also bring a sympathetic under- 
standing of the complexities and difficulties of operating a 
business in the modern world. 

The executive, before he entrusts his accounting advisors 
with the solution of particular problems, is entitled to know 
how the firm—and particularly the management services de- 
partment—is organized; the composition of its staff, with par- 
ticular reference to the skills of its members; and the extent, 
both in depth and quantity, of the firm’s experience with 
similar problems. He is not entitled to and presumably would 
not ask for data of a confidential nature, but anything he re- 
quires to make a decision on the capabilities of his accounting 
advisors can generally be furnished without violating any pro- 
fessional confidence. 


ENGAGEMENT PROCEDURES 


Each consulting engagement has its unique aspects; each 
also has many characteristics common to other engagements. 
There is value, therefore, in describing in general terms how 
the services of a consulting organization are rendered in a 
typical major engagement. 

Perhaps the most significant difference between manage- 
ment service engagements as they are now conducted and 
similar work as it was often done in the past is the continuous 
cooperation with the client and the client’s staff and the em- 
phasis on making the system or the recommendations actually 
work out in practice. 


There are six basic steps to be taken in an engagement of 
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typical scope and depth. There may be variations in indi- 
vidual cases, but there are few engagements that do not fit 
into the general pattern. 


Step 1—Identification of Problems and Agreement 
on Scope and Objectives 


The first, and in many ways the most important, part of an 
engagement is to identify problems and opportunities cor- 
rectly and agree on the scope and objectives of the work to 
be undertaken. Often the definition of the problem and the 
determination of the objectives of the study will have been 
made in advance by executives of the company, at times as the 
result of problems identified by the accounting firm’s audit 
staff during the course of the annual examination. In other 
instances, either because the problems have not been clearly 
defined nor the nature of the improvements identified, or be- 
cause management wishes an independent evaluation of its 
own opinions, the accounting firm will make a preliminary 
survey. This survey may take from one day to a week or more, 
depending upon the nature and complexity of the problem. 

In most instances the initial survey will confirm the diag- 
nosis made by management. There are, however, enough 
occasions in which the problems and objectives must be rede- 
fined—often drastically—to suggest that the preliminary survey 
in itself has considerable value. 

The initial conference with executives or the preliminary 
survey not only serves to sharpen the definition of the prob- 
lem and the objectives of the study, but also enables the ac- 
counting firm to make sure that its organization is qualified 
to handle that particular problem. If it is felt that the prob- 
lem might be better handled by some other organization or 
that the accountant’s competence does not lie in the areas 
under consideration, the accountant can often help executives 
by suggesting where they might secure the desired assistance. 


Step 2—Development of Preliminary Work Program 
and Estimation of Time and Cost of Study 


On the basis of either the preliminary survey or general 
experience with certain specific kinds of assignments, the ac- 
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counting firm will next prepare a tentative work program 
establish the kinds of skills required to carry out the assign 
ment, and estimate the length of time and the cost that will 
probably be involved. These initial estimates often must be 
changed as the work progresses, but they should be made 
realistic by providing for a reasonable number of unforeseen 
problems. On many, but by no means all, occasions it is also 
possible to predict the nature and even the range of benefits 
that can be anticipated. The accountant should thus attempt 
to arrive at as sound an understanding of the probable costs 
and results of the study as his knowledge permits, so that the 
accountant and his clients will not undertake engagements 
that will ultimately prove not to be beneficial. 


Step 3—Conduct of Study 


During the course of the work, the accounting firm follows 
the usual problem-solving technique of collecting facts, analyz- 
ing and synthesizing the available information, developing and 
evaluating alternatives, and recommending the best alterna- 
tives. In doing this, the accountant works closely with the 
client’s own executives and employees in order to obtain their 
ideas, opinions, and suggestions and the full value of their 
knowledge and experience. To these are added the knowl- 
edge and experience possessed by the accountant’s own staff 
as the result of its participation in similar engagements for a 
wide variety of clients. At times, the group assigned full time 
to the study is made up entirely of representatives from the 
accounting firm; on most occasions, however, client personnel 
are also full- or part-time members of the study team. 

As the work proceeds, the client is kept informed through 
personal contact and reports as to progress, so that if there 
should be a need to modify or alter the study or its objectives, 
or the type and degree of assistance, it can be discussed in 
ample time. 


Step 4—Discussion of Recommendations 


As soon as the facts have been established or the problems 
clarified and recommendations have been sufficiently well de- 
veloped, arrangements are made to discuss them with client 
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executives who will be responsible for their ultimate ac- 
ceptance or rejection. Depending upon the nature of the as- 
signment, the recommendations may vary all the way from 
indications of a basic problem for further study to detailed 
recommendations as to actions to be taken or even the specific 
steps in a procedure. As a general rule, recommendations are 
presented for acceptance, rejection, or modification at as 
high a level as is necessary to assure that further work in 
developing and implementing the recommendations will be 
productive. 


Step 5—Implementation of Improvements 


After the recommendations have been approved, the work 
of detailed development and implementation of suggested 
changes begins. The extent of the accounting firm’s participa- 
tion in this part of the work may vary from taking virtually 
complete responsibility for it and providing all of the required 
manpower to a situation where much of the work is carried 
out by the client’s own staff. Accountants are frequently 
called upon to act as consultants to a company development 
and implementation team during this phase of the work, and 
often find that this arrangement is satisfactory. The main 
point, of course, is that the implementation team must have 
adequate skill, motivation, and available time to make the 
changes well and quickly. 

In organizing and developing an implementation program, 
consideration is given to the relative importance of individual 
recommendations so that those that make the greatest con- 
tribution to the company, either through improving its operat- 
ing capabilities or reducing its expenditures, receive the proper 
priority. 


Step 6—Review of Results 


Periodically during the implementation period and _ulti- 
mately when it may be considered in most respects to have 
ended, the accounting firm makes reports to management on 
the progress made, the benefits gained, and the probable abil- 
ity of the implementation group to adhere to the original or 
revised implementation program. These status reports not 
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only inform on progress but in fact often enable all concerned 
to form an opinion of the quality of the implementation work 
and the degree to which the changes being made conform to 
the purpose and spirit of the original recommendations. 


CASES ILLUSTRATING MANAGEMENT ADVISORY SERVICES 


The broad range of illustrative cases in the following pages 
has been included to give the financial and other executives 
an overview of the field. This will, it is hoped, let the execu- 
tive know, first, what he should expect from his accounting 
advisors and, second, what to inquire into to satisfy himself 
that they can come up to his expectations. 

The cases generally involve a particular problem of primary 
interest or importance. For ease of reference, they have been 
grouped according to these problem areas: 


General Management 
Finance 

Manufacturing 

Marketing and Distribution 
Electronic Data Processing 
Administrative Support 


All of the cases are based on actual engagements. To main- 
tain the book’s confidential character, however, in no instance 
are significant data provided sufficient to identify the company 
or organization involved. 


General Management 


Case No. 1 — Centralization of Common Administrative Functions in 
a Divisionalized Company, Resulting in a Large Cost Reduction 


THe PROBLEM 


This company had always followed the policy of assigning 
to the management of each of its five wholly owned divisions 
the full responsibility for profitable operation. This responsi- 
bility included the development of the most effective and most 
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economical administrative and clerical methods, and the in- 
stalling and carrying out of procedures in an efficient manner. 

Although this policy had been producing satisfactory re- 
sults, the cost of performing administrative and_ clerical 
functions exceeded the benefits derived from following admin- 
istrative procedure specifically designed to suit divisional 
practices that had been individually designed over several 
years. 


THE APPROACH 


The accountants were asked to review the company’s policy 
and to make recommendations. The only restriction, which 
the accountants themselves placed upon this work, was that 
any changes in organization or procedures would in no way 
diminish the ability of division executives to continue to man- 
age their operations in an effective and independent manner. 

Although the primary problem involved might be consid- 
ered a simple question of centralization vs. decentralization, a 
review indicated that the objective of the company, essentially 
cost reduction, could best be achieved by a separation of ad- 
ministrative and clerical functions into “common” functions 
and “local” functions. 

The common functions were considered to be those that 
showed great interdivisional similarities and might, therefore, 
lend themselves to interdivisional processing. In these func- 
tions the results obtained rather than the means or methods of 
performing these functions were of more concern to manage- 
ment. The local functions consisted of those activities that 
could not easily be removed from the division, district, or 
office. The major cost reduction in this area was obtained 
through improved methods and procedures. The major com- 
mon functions were: 


1. Purchasing (partly) 
2. Accounts payable 
3. Payroll 

4, General ledger 

5. Accounts receivable 


The major local functions were: 


6. Purchasing (partly) 
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7. Order entry and billing 
8. Costing of production and sales, and control of inventory 


Wuat Was Done 


An inventory was taken in over forty locations through 
questionnaires on (1) the type of functions performed, (2) 
the method of performance, and (3) the personnel and equip- 
ment assigned to each. The cost of performing such functions 
was then determined. The results of this “inventory” formed 
the basis for conclusions on the magnitude of costs, the effec- 
tiveness of existing methods, and the savings potential that 
existed. Functions and situations with the most promising po- 
tential for effecting savings and improving productivity were 
then selected, and these became the subject of intensive fur- 
ther studies, which ultimately resulted in substantial changes 
in methods and often total elimination of certain work when 
it was determined that outside organizations, such as banks, 
were glad to perform them at little or no cost to the company. 


BENEFITS 


The estimated reduction in personnel in the common func- 
tion areas was 70 to 90 employees, a reduction of between 30 
and 35 per cent, extending over a period of two years. A prog- 
ress report prepared by the company showed a reduction of 
52 employees one year after installation of the program. 

The estimated reduction in personnel in the local function 
area was 20 to 50 employees, or between 5 and 10 per cent, 
extending over a period of two years. A progress report pre- 
pared by the company showed a reduction of 15 employees 
one year after the installation of the program. Total cost 
savings amounted to $420,000. 


Case No. 2—Reduction in Manufacturing Costs and Sales Expense 
in Anticipation of a Severe Decline in Volume 


THE PROBLEM 

Competition and the cost-and-profit squeeze had begun to 
force an old established manufacturer of high-quality products 
to shift a significant portion of its production of exported 
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products to overseas affiliates. In addition, changes in prod- 
uct and other causes were beginning to result in substantial 
volume reductions that were likely, if they continued, to lead 
to further shrinkage of production and profits in this country. 


THE APPROACH 


The accountant carried out studies in two general direc- 
tions. The first involved analyses of savings to be made in the 
United States operations. The second involved research into 
the effectiveness of the company’s present sales operations. A 
brief analysis of the company’s operations showed that the 
bulk of the company’s costs were incurred in plant operations 
in several locations in the United States. Further analysis of 
these costs showed that they were excessive in two primary 
areas: operation of costly equipment and quality control. 


Wuat Was Done 


Industrial engineers developed new standards for equip- 
ment operations and productivity, while operations research 
specialists developed new, feasible, and much more economi- 
cal approaches to quality control. These standards and ap- 
proaches were tested in a number of controlled experiments 
and finally adopted. 

The accountant’s staff identified opportunities for savings 
in manufacturing expenses in excess of $1 million per year. 
Some of these savings suggestions were adopted immediately; 
others required major changes in the company’s organization 
and office location. Some of the potential savings identified 
by the accountant’s industrial engineers and operations re- 
search specialists had been analyzed time and again by the 
company as well as by other consultants and had previously 
been discarded as damaging to the quality of the product. By 
using new approaches, the accountants were able to demon- 
strate that these changes could indeed be made without sacri- 
ficing product quality. 

The relative effectiveness of the company’s sales operations 
was analyzed by marketing specialists, and on the basis of their 
work the company adopted a number of major suggestions in 
such areas as sales trainiag, sales compensation, frequency of 
customer contact, and sales supervision. 
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BENEFITS 


Many of the accountant’s suggestions have been imple- 
mented, but fortunately the anticipated volume decline did 
not occur to the extent the company had feared at the time 
the study was made. Nevertheless, the company now has a 
blueprint of additional savings that can be realized should the 
existing situation worsen. 


Case No. 3—Drastic Cost Reductions and Improved Management 
Controls Buy Time To Survive Despite Technological Obsolescence 
in Products 


THE PROBLEM 


A major division of one of the country’s largest manufac- 
turers of transportation equipment was faced with potential 
dissolution because technological changes were making its 
principal product virtually obsolete. Annual sales of this prod- 
uct had been substantially in excess of $100 million, and costs 
and expenses were geared to that volume. 


THE APPROACH 


It was agreed that strenuous reduction of costs was vital 
during the period required for conversion to new product lines. 


Wuat Was Done 


Budget Control. A detailed budget for each department 
was prepared for the ensuing fiscal year. Each was based on 
anticipated sales, and virtually all called for substantial cuts. It 
was stressed that each department manager had to accomplish 
the reduction called for by the close of the current fiscal year. 
The division manager, with whom the accountant had fre- 
quent meetings, refused to accept anything less. 


Manufacturing and Production Control. The accountant 
reviewed, and made recommendations to improve, procedures 
for preparing operations sheets, setting standards for the op- 
erations, and ascertaining that manufacturing processes were 
then carried out accordingly. Production control procedures 
and organization were reviewed, and the establishment of a 
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centralized and broadened production control department was 
recommended as was the hiring of a new production control 
department head. 


Cost Accounting. The accounting firm designed and helped 
install revised cost accounting procedures involving estab- 
lishment of logical cost centers, controlled by identifiable 
individuals. Provision was made for gathering costs and 
identifying variances from standard by cost centers. 


Conversion to Mechanized Procedures. General and ad- 
ministrative procedures and costs in all departments were re- 
viewed to identify and eliminate waste and to plan conversion 
to mechanized procedures where this appeared advantageous. 

The budget was the essence of the cost reduction program. 
The other elements in the cost reduction program were neces- 
sary to long-range health, but the relentless pressure for cut- 
back, amounting to about 30 per cent of the personnel, was 
the vital action to keep the division going. 


BENEFITS 

The reduction of costs and expenses and the conversion to 
new product lines were accomplished. The division entered 
upon a new period of successful and profitable operations. 


Case No. 4—Timely Reports for Control of a Large Chemical 
Company 


THE PROBLEM 

Shrinking profit margins and the inability of the accounting 
system to furnish meaningful and timely data for analysis of 
the problem led to this chemical company’s interest in im- 
proving its accounting system. Marketing of the products was 
centered around the fifty manufacturing locations. 


THe APPROACH 

A survey was conducted by three accountants and a com- 
puter specialist to identify the problems and to outline the 
scope and objectives ofthe work in a written proposal to 
management. 
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After the proposal was agreed to by top management, the 
work was divided into three projects planned and controlled 
by the C.P.A. firm. Periodic progress reports were made to a 
steering committee consisting of top management representa- 
tives. 


Wuat Was DoNE 


The three projects were (1) design and installation of a 
new cost accounting system, (2) development and introduc- 
tion of a new series of sales reports, and (3) improvement of 
the basic accounting system. 

The goals sought in the cost accounting system were more 
accurate information about product costs for use by the mar- 
keting department, cost control information, and improved in- 
formation for planning future activities. The sales reports 
were designed to show profit contribution as computed under 
the new cost accounting system by product, product group, 
salesman, and customer. The most notable of the improve- 
ments in the basic accounting system were in the area of com- 
puter methods for processing the data required by the cost 
and sales information systems. 

Each project was carried out in two broad steps: the design 
phase was approved by management before the installation 
phase was begun; and each project was led by a specialist and 
made use of full- or part-time company line and staff personnel 
as required. 

Both the cost system and the sales reporting system were 
designed for a pilot plant that exhibited most of the repre- 
sentative problems to be solved. The cost system was com- 
pletely documented, and a team of “installers,” consisting of 
internal auditors and representatives of the C.P.A. firm, was 
trained for introducing the system into the remaining forty- 
nine plants one at a time. The same “installers” assisted in 
preparing instruction manuals for each plant on the prepara- 
tion of source documents needed for the centralized computer 
processing of sales reports. The sales reporting system was 
installed in the individual plants in the same sequence as the 
cost system. The improved basic accounting system was run 
on a parallel basis until satisfactory computer processing al- 
lowed the older system to be discontinued. 
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BENEFITS 


The availability of the new information has brought the 
manufacturing operation under positive cost control with the 
aid of responsibility accounting and flexible budgets. It has 
also allowed the marketing department to analyze its relatively 
unprofitable products, salesmen, and customers, leading to a 
thorough reappraisal of the marketing policies and practices 
and to definite action with respect to marginal salesmen and 
products. The accounting system now efficiently provides the 
information that management needs to plan improved opera- 
tions and obtain timely, accurate reports on results for com- 
parison with its plans. 


Case No. 5— A Management-Improvement and Profit-Improvement 
Program for 350 Small-Business Customers of a Manufacturer 


THE PROBLEM 

A manufacturer and distributor of laboratory supplies de- 
cided to sponsor a program to develop procedures and tech- 
niques that would improve the operations and profits of its 
300 small-business customers. 


THE APPROACH 

The accounting firm was asked to study the operations of a 
number of these customers throughout the country to deter- 
mine the reasons why certain of them operated more success- 
fully than others. 

Reviews of two successful and two unsuccessful operations 
were made initially, and these revealed that the operating 
philosophies and procedures of the profitable laboratories dif- 
fered greatly from those of the unprofitable ones. Arrange- 
ments were made to expand the sampling of laboratory 
operations. Questionnaires were sent out and data obtained 
by visiting the cooperating laboratories. 


Wuat Was Done 
From these visits, there developed a profit improvement 
program that was presented directly to the company’s custom- 
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ers at regional meetings and in a series of newsletters. This 
program included specific steps to be taken to: 


1. Estimate future sales. 

2. Set a labor/sales ratio target based on data derived from the 
study of profitable concerns. 

3. Determine the number of daily units of work per employee 
required to achieve the desired labor/sales ratio. 

4. Install simple production control procedures to schedule work 
and obtain the necessary output per employee. 


BENEFITS 

From customers who adopted the recommended program, 
the client has received a number of testimonial letters report- 
ing cost reductions ranging from 10 to 30 per cent. A number 
of customers noted that they have started earning reasonable 
profits for the first time in several years. 


Case No. 6—Production, Maintenance, and Financial Controls for 
a National Petrochemical Industry 


THE PROBLEM 
A government-owned petrochemical complex requested as- 
sistance in improving its cost system. 


THE APPROACH 

The team of specialists assigned by the accounting firm to 
the engagement included an engineer, an accountant, and a 
data processing specialist. It was soon established that there 
were excessive maintenance costs due to lack of controls. The 
cost system failed to provide an adequate account structure, 
and there was no agreement on the basis for allocation of costs 
between departments. There were no standard reports of pro- 
duction and consumption. 


Wuat Was Done 


As a result of the specialists’ work, a complete maintenance 
job-order and cost collection and reporting procedure was 
established, production reporting systems were drastically 
modified, and a mechanized financial reporting system was 
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introduced that permitted simultaneous handling of account- 
ing and budget reports. Improved material control and cost 
and general accounting reports were provided. 

All maintenance was centralized in one department. The 
new cost system provided written procedures and forms for 
maintenance cost accumulation, and written reports were pro- 
vided for all interested departments. To achieve greater ac- 
curacy in cost collection, additional measuring devices were 
installed, and new, more useful accounts were set up. 

Data processing was modified in order to provide inte- 
grated processing, for all purposes, of source information and 
to assure timely distribution of reports. 


BENEFITS 


Production personnel are now receiving operating cost 
statements for the first time, and the client expects that the 
system will result not only in better cost information and im- 
proved operating efficiencies but also in a substantial reduction 
in maintenance costs. 

In addition, improvements in punched-card procedures re- 
sulted in the elimination of six keyboard accounting machines 
and operators without increasing data processing personnel, 
as well as achieving the benefits of better reporting and 
control. 


Finance 


Case No. 7—Reorganization of Securities Clearing in a Major 
Investment Bank 


THE PROBLEM 

The administrative management of the client, a major, 
multi-office investment-banking firm, became alarmed at high 
clerical costs and poor service to the firm’s customers during 
the latter part of 1961, a record year in terms of underwriting 
activity and trading volume. It was decided that outside 
assistance was required, and an accounting firm was requested 
to proceed with a study. 
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THE APPROACH 

An initial review was completed, and the accountant’s rec- 
ommendations were presented to a committee composed of 
president, administrative vice-president, vice-president of the 
corporate department, and comptroller. In addition to spe- 
cific measures designed to control costs and improve service, 
the accountant recommended a reorganization of the func- 
tions and responsibilities of the treasurer and the comptroller. 
The committee approved the recommendations, and these 
were implemented over a period of about six months. 


Wuat Was Done 


After a detailed analysis of the work done by clerical and 
administrative personnel, the accountant instituted revisions 
in office layout and more effective clerical procedures. The 
latter involved the elimination of a punched-card installation 
and its replacement by bookkeeping machines. The account- 
ant designed new forms (and followed through on their print- 
ing and delivery) and developed recommendations for filing 
and retention of documents. Assistance was also given on the 
development of a revised chart of accounts and related finan- 
cial statements and reports. 

Branch office procedure manuals used in the security opera- 
tions function were reviewed and revised, and training meet- 
ings were conducted to indoctrinate branch office personnel. 

Services were further improved by the termination of ar- 
rangements with banks for securities clearance and the setting 
up of two regional cages for taking inventory of and clearing 
securities. Cash requirement planning was improved, thus re- 
ducing the daily demand loan balance (by several millions of 
dollars) and the attendant substantial interest cost. 


BENEFITS 

The new regional cages accelerated delivery of securities 
and simplified the planning of cash and loan requirements. 
The result was a decrease in demand-loan interest charges of 
about $200,000 per year and in clearing costs of $60,000 per 
year. The improved internal clerical procedures saved about 
$40,000 per year and the elimination of equipment rental and 
maintenance costs for the punched-card installation some 
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$6,000 per year. Total savings, then, were about $360,000 
annually. 


Manufacturing 


Case No. 8 — Integrated Planning for Sales, Production Schedules, 
and inventory Levels 


THE PROBLEM 

A metal fabricator had followed the practice of maintaining 
relatively low inventory levels at many locations and provid- 
ing rapid deliveries to customers. As a result, long production 
runs were frequently interrupted to manufacture small quan- 
tities of another product. Under these policies the number of 
employees fluctuated between 160 and 420. Because a re- 
cently negotiated labor contract called for a substantial sup- 
plemental payment to each employee laid off, the treasurer 
requested that the accounting firm develop a plan that would 
help to stabilize the work force without impairing the high 
level of customer service. 


THE APPROACH 

Many fact-gathering sessions were necessary to gain suffi- 
cient knowledge about the plant operations to isolate the 
source of difficulty. It was determined that the factory re- 
acted to changes in demand as quickly as possible. “Reacted” 
and “as quickly as possible” were the key phrases in describ- 
ing the old system. The plant operated on a “job order” basis. 

The lead time for ordering raw materials was two to three 
months. In addition, direct labor availability was a material 
factor in the ability of the plant to vary production to meet 
demand changes. 

An analysis of historical demand patterns indicated a cycli- 
cal demand with peaks during the late summer months. It 
was also determined that 40 per cent of the products ac- 
counted for 5 per cent of the sales dollar volume. 


Wuat Was DONE 
It was concluded that the peak of demand could be met 
in two ways: (1) large inventories of raw materials could be 
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purchased, and as sales increased the factory could hire per- 
sonnel to satisfy the demand; or (2) the factory could main- 
tain its current level of raw-material inventories and a labor 
force slightly larger than required in the early months of the 
year and build up a product inventory that, when combined 
with production in the peak months, would satisfy the peak 
demand. Incremental costs associated with each alternative 
were calculated on the basis of historical cost information and 
the new labor contract. The second approach was proved to 
be the most economical. 

A year’s supply of those items producing 5 per cent of total 
sales is now manufactured at one time and stored. Sales esti- 
mates for the remaining 60 per cent of the products are trans- 
lated into monthly product requirements, either to be shipped 
from inventory or to be produced for customer orders. These 
estimates are the basis for computerized inventory and produc- 
tion planning. Inventory control records are used to deter- 
mine when economic-size internal stock orders should be 
entered into production. The production scheduling system 
provides for advance planning to achieve stabilization of the 
work force and economic inventory levels while satisfying cus- 
tomer service requirements. 


BENEFITS 


Adoption of these techniques has resulted in annual sav- 
ings of approximately $200,000 through reductions in costs of 
material procurement, labor turnover, and machine set-up. 


Case No. 9—A Simplified Inventory Control Procedure 


THE PROBLEM 

During the course of the annual audit the accounting firm 
had occasion to review this client’s inventory control pro- 
cedures and felt that there were very definite opportunities 
for clerical cost reduction and improved inventory control. 


THe APPROACH 


The accountant obtained the client’s approval to make a 
survey and submit recommendations. As a result of the survey 
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it was concluded that the cost of the present punched-card 
inventory control procedure, using service bureau facilities for 
card processing, was not justified by the results and that con- 
trol of inventories at retail value could adequately meet the 
needs of individual stores and the central warehouse. 

A proposed manual control procedure was designed and 
submitted to the client’s president. He had had a bad prior 
experience with manual systems and questioned the proposal. 
The accountant described the procedure step by step, and time 
standards were used to estimate time and cost. This detailed 
evaluation convinced the president, and he approved the sys- 
tem for installation. 


Wuat Was Done 


Control procedures were concentrated at the client’s main 
warehouse, manual records were substituted for the punched- 
card system, and economic inventory lot sizes were estab- 
lished. Control of inventories at retail value eliminated the 
need to keep track of the quantity and cost of each item at 
each store and simplified the data processing requirements. 


BENEFITS 

The new manual procedure produced a number of advan- 
tages, including substantial clerical savings. Inventory con- 
trol costs were reduced by $36,000 per year, the number of 
out-of-stock items was significantly reduced, and the capital 
tied up in slow-moving items was reduced about 20 per cent 
in less than six months. 


Case No. 10—A Mathematical Method, Using a Service Bureau 
Computer, for Evaluating Extent and Location 
of New Production Facilities 


THE PROBLEM 

The increased demand for this company’s product was forc- 
ing a decision as to the most advantageous location of addi- 
tional production facilities, primarily automated packaging 
equipment. The product was manufactured at six geographi- 
cally separated plants, feur of which at the time already had 
automated equipment. The problem posed by the client was 
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to determine whether all plants should continue to manufac- 
ture this product and which plant or plants required additional 
facilities. This problem also involved the assignment of cus- 
tomer orders to plants in a way that would minimize both 
production and transportation costs. 


THE APPROACH 

The solution to this problem required more than just a con- 
sideration of minimum transportation costs. It entailed the 
relative freight and production cost savings subsequent to the 
location of additional production facilities at a location still 
to be determined. 

A mathematical business model was developed that took 
into consideration forecast volume and production costs, trans- 
portation costs, and plant capacities, depending on assumed 
location of additional facilities. Because of the number of 
calculations required to determine minimum production and 
transportation costs, the problem was programmed for solu- 
tion on a high-speed electronic computer using service bureau 
facilities. 


Wuat Was Done 


First, the necessary “input data” were collected, consisting 
principally of: 


1. Forecasted demand for each item. 

2. Freight rates from each plant to each storage point or cus- 
tomer. 

3. Production costs for each item, by plant, stated as standard 
direct costs. 

4. Production rates and capacities for each item of equipment. 


With this data, an existing Linear Programming “library” pro- 
gram was used, after appropriate modification, to produce a 
computer run showing (1) total variable costs of manufac- 
turing and distribution using the historical pattern, (2) total 
variable costs of manufacturing and distribution using the 
mathematically derived optimum pattern, and (3) savings re- 
sults from the differences between (1) and (2). 

The computer model not only was found useful for decision 
making involving new equipment, but also provided a basis 
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for scheduling all of the production facilities centrally instead 
of by the former plant-by-plant, intuitive process. 


BENEFITS 


The solution of the business model, which was developed 
in cooperation with client personnel, indicated that automatic 
packaging equipment should be installed in one of the plants 
that had theretofore had no such equipment, and that produc- 
tion of the product should be discontinued at one of the six 
plants. The company subsequently put these recommenda- 
tions into effect. No estimate of saving was made, although 
comparative cost figures indicated that the full cost of the 
additional equipment ($350,000) would be recovered within 
two years. 


Case No. 11—Revisions in Plant Layout, Processing Equipment, 
and Materials Handling Facilities that Tripled Production Without 
Increasing Employment 


THE PROBLEM 

The initial work for this client, which makes large panel 
plastic signs, was to provide engineering plant-layout assist- 
ance in effecting a fifty-per cent increase in floor space. De- 
spite the added floor space, the continued increase in the 
company’s sales was causing serious production bottlenecks in 
certain departments. As a result of the experience gained on 
the first assignment, the accounting firm was requested to ex- 
tend its work to other operating functions, including opera- 
tion and equipment analysis, and production and inventory 
control. 


THe APPROACH 

During a three-year period the accounting firm provided 
industrial engineering consulting and skills not available from 
company personnel, averaging about four days per month on 


the job. 


Wuat Was DONE 
The production bottienecks were overcome by design 
changes in heating ovens and press-room equipment, improved 
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material handling procedures, specially designed easy-access 
storage bins, and an overall decrease in product cycle time. 

One cause of inefficiency was that working crews had to 
spend much time walking back and forth among individual 
sign panels and tool or material locations. Simple dollies were 
constructed in which appropriate tools, fasteners, and small 
service materials were placed. Work place layout was also re- 
designed. Workers were thus permitted to move progres- 
sively from panel to panel, bringing their tools, materials, and 
supplies with them. 

Other improvements the accounting firm developed in- 
volved such simple matters as using a vacuum cleaner to pull 
debris from signs so as to eliminate previous hand brushing, 
use of spraying devices to replace hand work, and use of sched- 
uling techniques to facilitate the best utilization of personnel. 
In some instances, entire departments were rearranged to pro- 
vide a smoother flow of work and minimize interference with 
operations or potential product damage. 


BENEFITS 

At the end of the three-year period, the client had achieved 
three times the production volume with the same number of 
employees. No attempt was made to estimate cost saving. 


Marketing and Distribution 


Case No. 12 — An Integrated System of Sales Forecasting, Production 
and Manpower Planning and Scheduling, and Inventory Control 


THE PROBLEM 


A large manufacturer of heavy machinery asked an ac- 
counting firm for assistance in developing an inventory man- 
agement program. This included the development of a sales 
forecasting system that could be integrated into production 
scheduling and inventory control. Previously these forecasts 
had been made on an informal judgment basis. 


THe APPROACH 


The development of a sales forecasting system involved a 
thorough analysis of historical sales data, using the capabilities 
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of a computer, and consideration of the various marketing fac- 
tors that might influence sales. Various statistical forecasting 
techniques were tested against historical data before the final 
procedure was determined. 

The first phase in developing the integrated production 
planning and inventory management program involved a sur- 
vey of current operating methods and various restraints that 
might influence future operating systems. The second phase 
was concerned with the design and testing of alternative meth- 
ods and systems. The final phase included the development 
of an implementation plan and the means of administering 
such a plan through assigning project responsibility and the 
reporting of progress. 


Wuat Was Done 


The sales forecasting system adopted uses statistical meth- 
ods and data processing equipment and emphasizes the fore- 
cast of final demand (dealer sales) because of its effect on 
the different inventory levels and production rates. Charts re- 
flecting sales data, the statistical forecast, and projected 
inventory levels are prepared monthly. A management com- 
mittee reviews the charts and a list of abnormal factors (not 
included in the statistical analysis) monthly, and prepares the 
necessary adjustments to the statistical forecast. 

The resulting inventory management program, which also 
makes use of EDP equipment, produces a detailed monthly 
forecast by model. It takes into account the goal of maintain- 
ing a relatively constant labor force; the variable cost of carry- 
ing inventory; the variable cost of processing a production 
order and the related factory set-up cost; the variable cost 
associated with a purchase order and the influence of quantity 
price discounts; and the level of service, in terms of delivery 
lead times, required to maintain a competitive market position. 


BENEFITS 

This inventory management system resulted in sizable cost 
reductions that could be readily identified, especially in con- 
nection with taking advantage of quantity discounts. In addi- 
tion, and of great long-range importance, there was increased 
knowledge on the part of company personnel and manage- 
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ment about the use of mathematical and statistical techniques 
in these areas and a more comprehensive understanding of the 
interaction of various functional areas within the company. 


Case No. 13—Profitability Studies 


THE PROBLEM 


A prominent advertising and public relations firm that spe- 
cializes in serving banks, insurance companies, and similar in- 
stitutions had become concerned about (1) the cost and 
profitability of its services, (2) the adequacy of public rela- 
tions retainers and advertising fees, and (3) the possibility 
that many of its smaller clients were receiving services sub- 
stantially beyond the income derived from the standard 15 per 
cent fee arrangement. 


THe APPROACH 


The work involved essentially a calculation of the cost of 
servicing clients and comparing this cost with revenues ob- 
tained. Part of the initial approach was to install a time- 
recording system for all executive, creative, and clerical 
personnel of the agency. Subsequently there was a depart- 
ment-by-department analysis of the relative productivity of 
creative and non-creative functions. This led eventually to 
(1) the assignment of time and expenses to specific client 
accounts and (2) the determination of desirable levels of pro- 
ductivity, primarily in the creative departments. 

The results of these analyses quickly disclosed services and 
accounts that were clearly unprofitable as well as a substan- 
tial unused creative capacity on the basis of reasonable rather 
than excessive standards of creative quality. Some of the spe- 
cific findings showed that: 


1. One service was highly unprofitable, and if it were to be con- 
tinued, substantial changes would have to be made in set- 
ting retainers and fees. 

2. Another type of service contributed practically all of the 
agency’ profits. In some instances clients in that service 
category were undoubtedly too profitable. 


MANAGEMENT ADVISORY SERVICES Al 


3. Over the years the agency had accepted a number of small 
clients who were highly unprofitable and had probably been 
unprofitable from the beginning. 

4. Account executives, never having been informed about the 
relative profitability of their specific clients, insisted on a 
standard of perfection in artwork, copy, etc., that was much 
too costly for the type of advertising involved or agency 
commissions obtainable. 


Wuat Was Done 


Provided with these facts, the agency’s management made 
substantial changes in its fee structure, its personnel, and its 
service standards. It also dropped a number of clients when 
it became evident that even relatively substantial increases in 
advertising budgets would not materially improve the profit- 
ability of such clients. 


BENEFITS 


After the suggestions of the accounting firm had been ac- 
cepted and put into effect there were substantial profit in- 
creases for at least two of the three services. The over-all 
period profit doubled in comparison with that of the preceding 
year. 


Electronic Data Processing 


Case No. 14—A Comprehensive, Long-term EDP Development 
Program 


THE PROBLEM 


A large and fast-growing life insurance company with a 
well-earned reputation for progressive management sought to 
develop a comprehensive and efficient EDP system to support 
its extensive insurance operations. To bring experienced guid- 
ance to the project, the company asked the accounting firm to 
work with its own staff on the project. 


THE APPROACH 


The accountants played-an important part initially in setting 
the direction of the study and, in addition to carrying out a 
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number of specific project tasks, regularly reviewed the results 
of work by the company representatives. The study report, 
prepared jointly, recommended an extensive systems develop- 
ment effort to be carried out over a five-year period. 

As a first objective, the available alternatives were thor- 
oughly evaluated, and a proposed course of action and time- 
table were developed for approval by top management. The 
plan included applications, priorities, systems features, equip- 
ment, organization and staffing for installation, estimates of 
the effect on operating costs, time and cost to complete, and 
conversion plans. 

A study team was organized consisting of a partner, man- 
ager, and two data processing specialists from the manage- 
ment services department of the accounting firm, together with 
ten systems and data processing specialists from the client’s 
staff. The team was headed by a vice-president with much 
experience in company operations and in previous planning 
studies. 

The team was divided into two main groups, one to study 
the life insurance application and the other to study the group 
insurance application. In each case, the application require- 
ments were defined, a computer system was designed in 
sufficient detail to permit evaluation of equipment and _pro- 
gramming requirements, and cost and savings estimates were 
prepared. Proposals were obtained from several computer 
manufacturers and carefully evaluated. Throughout the work, 
the client staff relied heavily on the more extensive experience 
and knowledge of the outside specialists for guidance and 
direction. 


Wuat Was DongE 


The proposed program, which was presented in considerable 
detail, was adopted in its entirety and has since formed the 
basis for the company’s highly successful data processing 
activities. 


BENEFITS 


Actual accomplishments have been essentially as planned 
and have been completed very nearly in accordance with the 
original timetable. 
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Case No. 15—A Computerized Production Order System 


THE PROBLEM 


A metal products manufacturing company with a medium- 
scale electronic data processing installation was concerned with 
the relatively high cost of entering production orders and ob- 
taining prompt and accurate reports on the status of these 
orders. The accounting firm was asked to determine what parts 
of subsystems of the production order processing system could 
feasibly be done with EDP, design those feasible, and help to 
install them. 


THE APPROACH 


At the outset of this assignment, study of existing procedures 
and the design of the EDP system was carried out by a task 
force composed of the production control manager, time study 
manager, chief timekeeper, assistant data processing manager, 
and an assistant controller representing the company and three 
specialists (EDP, Cost, and Systems) from the accounting firm. 

All initially proposed procedures were flow-charted and sup- 
ported by written descriptions. These were presented and dis- 
cussed at meetings held with key departmental employees. 
The meetings resulted in many worthwhile suggestions for 
improvements, and the proposed procedures were modified 
accordingly. Similar meetings were then held with depart- 
ment heads and executive management, at which the proposed 
system was presented in condensed form and required changes 
in company policies were fully discussed. Approval of the 
system and agreement to issue revised policies were obtained 
as a result of these meetings. 


Wuat Was Done 


After the initial study, the following jobs were converted to 
the electronic data processing equipment: 


1. File maintenance of master process sheets. 

2. Entry of production orders and scheduling of all operations 
to meet promised delivery dates. 

3. Preparation of associated labor and move tickets, material 
requisitions, and tool and pattern withdrawal tickets. 
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4, Work-in-process reporting of all production orders for both 
foundry and machine shop. 


5. Timekeeping and payroll for direct labor, on both piecework 
and daywork, and for all indirect labor in the plant. 


. Loading of work stations. 
7. Analysis of labor distribution. 


8. Development and updating of manufactured parts standard 
costs. 


9. Analysis of causes of bad foundry castings. 


o>) 


A staff of EDP programmers was recruited from within 
the company. These individuals were trained in programming 
by the equipment manufacturer and proved to be excellent 
programmers. 

The actual implementation was carried out by company 
personnel with operating experience in the departments under 
the general supervision of the accounting firm’s representatives. 
Company personnel involved in the installation were given 
thorough training in the new procedures and were provided 
with written copies of the new procedures and with examples 
of completed forms. The success of the engagement was un- 
doubtedly increased by the required participation of key per- 
sonnel of the operating departments. 


BENEFITS 


Carrying out these recommendations has resulted in re- 
duced operating costs for the company, fewer errors in 
production reporting, better information for operating manage- 
ment to use in scheduling production, and reduction in time 
spent by department foremen in planning manpower and ma- 
chine requirements. 


Case No. 16—EDP Review for a New Manager Disclosing Major 
Weaknesses in Controls, Organization, and Programming 


THE PROBLEM 

Recently the corporate EDP activities of a large, multi- 
divisional corporation were transferred to a separate depart- 
ment reporting directly to a vice-president. An executive from 
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one of the divisions who had experience with the use of EDP 
equipment was placed in charge of the new department. He 
requested that his accounting firm review the audit trails and 
controls surrounding the use of EDP equipment at corporate 
headquarters and provide him with comments on any other 
observations the accounting firm was able to make during the 
course of this work. 


THe APPROACH 


A manager from the accounting firm’s management services 
department with more than ten years’ experience in data proc- 
essing systems was assigned primary responsibility for carrying 
out the review. He conducted a series of interviews with mem- 
bers of the client’s data processing services staff and with 
representatives of user departments to find out what control 
procedures were being followed and what audit trails were 
being produced. 

Much useful information was also obtained from members 
of the firm’s audit staff who had extensive knowledge of the 
client’s operations and many observations and ideas to offer 
from their firsthand experience with the client’s systems. 
Wherever control weaknesses or audit trail deficiencies were 
found, specific recommendations were developed for correct- 
ing them. 

The manual controls established over inputs and outputs at 
the corporate data processing center were reviewed and found 
to be both elaborate and costly to operate. Control and sched- 
uling of work through the data processing center were left 
almost entirely to individual operators. Operating instructions 
and program documentation were almost non-existent, requir- 
ing that an operator learn specific applications and then follow 
these applications through the center. Little control was exer- 
cised over the magnetic tape library and the computer pro- 
grams, with the result that tapes were difficult to locate and 
program changes were sometimes made very informally. 

A review of audit trails and controls disclosed that elaborate 
manual measures were being used to compensate for poor sys- 
tems design and programming. Internal machine controls were 
seldom incorporated in the-programs; this resulted in excessive 
manual effort; most programs were copies of the previous pre- 
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computer procedures, with no effort made to take advantage 
of the more powerful capabilities of the equipment. 


Wuat Was DoNE 

It was apparent that these situations should be changed, 
and the company immediately embarked on a project to im- 
prove program documentation and operator instructions and 
to install a production scheduling system. Tight controls were 
instituted over tape and program libraries. Organization of 
the computer center was changed to provide a more effective 
division of duties and responsibilities. Substantial effort was 
devoted to system design to achieve far greater integration of 
processing and use of internal machine control capabilities. 


BENEFITS 

The over-all result was greater accuracy and increased speed 
of processing, and also substantial reduction in the extent and 
cost of manual controls. 

Thus, an engagement that started as a special review of 
audit trails and controls provided benefits far beyond any ex- 
pectation of the accountant or the client. Not the least of these 
benefits was freeing this large company from the danger of 
being unable to process important data because a computer 
operator had left without training a replacement. 


Administrative Support 


Case No. 17—A Cooperative Administrative Study that Eliminated 
Duplicate Functions and Records, Internal Friction, and Excess Costs 


THE PROBLEM 

The financial vice-president of this client was quite satisfied 
with his operations but felt that something might be gained by 
an independent outside review, and the accounting firm was 
given complete latitude to investigate all phases of his account- 
ing and related functions. 


THE APPROACH 


This work was undertaken in cooperation with the client’s 
systems and procedures unit. The review indicated that com- 
pany procedures and accounting organization were highly 
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effective. A considerable portion of the efforts of the account- 
ing firm, and major recommendations for savings, were devoted 
to those areas of accounting reporting that originated outside 
the accounting department and caused duplication of effort 
and records. 

A survey team, composed of a representative of the Man- 
agement Advisory Services Department of the accounting firm 
and three of the client's systems personnel, developed an 
approach that allowed them to cross freely any and all 
departmental jurisdictions, with the advance approval of the 
president. 


Wuat Was Done 


This approach made possible the following major types of 
improvements: 


1. Consolidation of several organizational units, in accounting 
as well as other administrative departments, and elimination 
of supervisory and procedural duplications. 

2. Consolidation of two large and theretofore independent data 
processing installations and personnel. (One such installa- 
tion had used only a fraction of its capacity. ) 

3. Streamlining of procedures so that most transactions were re- 
corded and coded only once before being put into machine- 
sensible form. 


BENEFITS 


The final report included 115 separate recommendations for 
a total cost reduction of $213,000 per year. Although this sav- 
ing is quite impressive, the major, long-term benefit from the 
study was the realignment of functions, which to a consider- 
able extent eliminated duplication of effort and the source of 
some internal friction. 


Case No. 18—A Decision Table Matrix for Simpler Processing of 
Customer Complaints, Resulting in a Large Staff Reduction and 
Vastly Improved Customer Service 


THE PROBLEM 


After achieving a 40-per cent reduction in costs through 
methods improvements and across-the-board cuts, a large pub- 


48 THE NEW ACCOUNTING 


lisher wished to make further reductions in its claims-adjust- 
ment department, which processed an average of 4,000 to 5,000 
customer inquiries and complaints per day. 


THE APPROACH 


A specialist in paper work systems and clerical work simpli- 
fication from the accounting firm’s management services de- 
partment was assigned to work with the supervisor of the 
claims adjustment department over a period of several months. 
Together they defined how each type of complaint and its 
many variations was handled under existing procedures. They 
then carefully analyzed each step with a view to eliminating 
unnecessary steps and simplifying the rest, following a general 
policy of (1) satisfying the customer as quickly and simply as 
possible, and (2) accepting the customer’s statement of fact 
without extensive investigation whenever the cost of investiga- 
tion was likely to exceed the cost of acting without investigation. 


Wuat Was Done 


This approach led to the conclusion that complaint handling 
procedures could be simplified to a remarkable degree. The 
next step was to describe the new simplified procedures in a 
simple, concise form that could be easily used and understood 
by a large number of relatively unskilled clerks. After some 
experimentation, decision tables were adopted as the most suit- 
able form. The staff of the accounting firm developed a six- 
page set of decision tables to simplify and condense clerical 
rules and procedures formerly contained in a manual of several 
hundred pages. The new tables link problems and actions by 
means of a matrix and indicate at a glance what actions are to 
be taken for each type of complaint under each possible com- 
bination of facts and circumstances. Training sessions were 
held to instruct the clerks in the new procedures, and conver- 
sion was effected within a period of ten days. Arrangements 
were made to transfer excess staff to other departments soon 
after the new procedures were adopted. 


BENEFITS 


The number of file look-ups was reduced by two thirds, and 
the number of dictated and typed replies by about 50 per cent. 
Sixty people are now able to process the work that formerly 
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required a staff of 100, and training time was reduced from 
many months to several weeks. Customer service was vastly 
improved because the department’s processing delay was re- 
duced by 80 per cent. 


WHAT THE ACCOUNTING FIRM SHOULD NOT DO 


The kinds of work that the management services department 
of a C.P.A. firm should not attempt to perform fall into two 
groups: 


1. Those that the C.P.A. firm is not equipped to perform, and 

2. Those that, if attempted and if the client is also an audit 
client, would prevent the firm from taking an independent 
and objective position toward the client in the firm’s capacity 
as independent auditors. 


Among the types of work the C.P.A. is not equipped to per- 
form are detailed appraisals of buildings, machinery, and equip- 
ment; determination of chemical or physical composition of 
products; and similar work involving specialized technical 
knowledge. 

The second type of services, those that would prevent the 
firm from taking an objective or independent position vis-a-vis 
the client, involves making management decisions for the client, 
taking responsibility for a basic course of action or policy, or 
taking part in management operations. 

Obviously no one, be he accountant, lawyer, or engineer, 
who is responsible for a management decision or policy can 
be independent or objective about it. He is committed to it; 
he must make it work and defend it. 
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The Financial Executive 
and Taxation 


IMPACT OF CORPORATE TAXES 


Taxes the Price of Corporate Existence 


Justice Oliver Wendell Holmes once said, “With taxes a man 
buys civilization—by no means a bad bargain.” ? For the corpo- 
ration they are also the price of existence. Apart from Federal 
taxes and taxes on property, the corporation must pay state 
franchise taxes, sales taxes, and taxes on income levied by the 
states in which it does business. Not infrequently similar taxes 
are also levied by municipalities and other political subdivisions. 

Since the total of all taxes paid by a corporation may often 
exceed its remaining net income, provision for compliance with 
the various statutes and regulations under which they are 
levied and the control and supervision directed towards mak- 
ing certain that the corporation pays no more than is legally 
required constitute one of the most important functions for 
which the financial executive is responsible. 


Tax Obligations of the Corporation 


The purpose of this chapter is to describe, briefly, the scope 
and the ramifications of the various requirements and obliga- 


1 Catherine Drinker Bowen, Yankee from Olympus (Boston: Little, Brown 
& Co., 1944), p. 407. 
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tions of the corporation in the field of Federal and state taxes 
and the tax help that may be derived from professional tax 
counsellors. Not every type of tax obligation will fall on every 
taxpayer, but some important obligations are common to all: 
withholding of taxes on wages and salaries, and reporting to 
employees and paying the withholdings to the Treasury; re- 
porting payments, such as interest, where withholding is not 
required; and filing returns and paying Federal and state in- 
come and franchise taxes. Often, even in small business, col- 
lecting and remitting excise and sales taxes is also mandatory. 
Tax work may be done by employees of the corporation, 
independent accountants, or legal counsel, but it must be done. 
The very small business may leave practically all of the work 
to the accountant, who may also write up the books. Here it 
is unlikely that a lawyer will be consulted. In any business 
large enough to employ a full-time bookkeeper or accountant, 
some of the tax work will be done by employees, particularly 
that related to wages and salaries. It is evident, however, that 
the larger the business, the less the detail tax work to be done 
by the independent accountant and the more consultation and 
guidance needed from both accountant and legal counsel. 


The Tax Department of a Large Corporation 


Perhaps the clearest way to describe the situation is to take 
the most complex situation as an example. After examining the 
requirements for a large and complex enterprise the financial 
executive, or any other executive for that matter, can easily 
decide what functions of tax planning or administration do not 
apply to his organization. He will get a better picture in this 
way than by adding to or amplifying a description of a simple 
and uncomplicated situation to make it cover, say, a large and 
diversified enterprise operating internationally. 

A large operating-holding company, with foreign and do- 
mestic subsidiaries, doing business in several states and foreign 
countries and engaged in the production of raw materials as 
well as manufactured products, would require about as many, 
and as varied, tax services.as would ever be needed. Typically, 
such an enterprise would have a tax department of its own, 
headed up by an experienced tax accountant, who would gen- 
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erally report directly to the controller or other chief financial 
officer. He would, of course, have an adequate staff, often 
including a tax lawyer employed by the corporation. 

The independent certified public accountants of the enter- 
prise and its legal counsel would be available for advice and 
consultation. When new conditions arose or when new tax 
policies were being formulated they would be adopted with the 
approval and concurrence of accounting and legal advisors. 

The work of the tax department, while it should never be- 
come routine, would be divided between usual and recurring 
functions (such as making necessary provisions for compliance 
with the requirements of the taxing authorities and preparing 
returns in situations where there are no new or unusual situa- 
tions to be dealt with) and those situations where new or un- 
usual problems arise, through either action or contemplated 
action of the corporation or action of the Internal Revenue 
Service in questioning or disputing actions or conclusions of 
the corporation. 


Compliance with Government Requirements 


Government, particularly the Federal government, requires 
the corporation to act as a tax-gatherer. Taxes must be with- 
held from wages and salaries and accounted for and paid to 
the Treasury Department. Sales and excise taxes, both Fed- 
eral and state, must be collected and paid to the different tax- 
ing authorities. In some industries—for example petroleum, 
tobacco, and distilled liquors—the payments for excise or sales 
taxes are among the largest or may even be the largest dis- 
bursements the enterprise makes. 

Although the government requires the enterprise to act as 
a tax-gatherer, it pays none of the cost of collection of the taxes 
or of the required dissemination of information to employees 
and others, except for allowing the expense as a deduction 
from taxable income. Here the independent accounting firm, 
particularly its management advisory services department, can 
render most valuable service. 

The organization of the vast amount of detail necessary to 
calculate income tax withholdings and to give individual em- 
ployees the required information, as to both income tax and 
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social security and of the detail required to be assembled and 
reported for sales and excise taxes, is a field where important 
savings can be made by the best use of the appropriate elec- 
tronic and mechanical equipment. The independent public 
accounting firm is well fitted both to devise the systems for 
meeting the requirements and to advise on the equipment best 
suited to the operation. 

The tax department of a national or international enterprise, 
in addition to its responsibilities for Federal income taxes, must 
also see that all requirements are met in the fields of state 
franchise taxes (whether based on income or not), excise taxes, 
and state withholding requirements for individuals. 


Foreign Taxes 


If operations extend to foreign countries, income taxes levied 
by those countries, while generally the primary responsibility 
of the tax department of the parent company, are frequently 
also the responsibility of legal counsel and of the independent 
certified public accountant’s branches or correspondents in 
those countries. 


TAXABLE INCOME VS. BUSINESS INCOME 


Defining Taxable Income 


The Federal government exercises a minute supervision, or 
has the authority to do so, over the accounts and financial 
affairs of the taxpayer. In some instances it determines the 
amounts of dividends that must be paid and limits the deducti- 
ble salaries of officers and other employees. It sets the limits 
of depreciation deductions and passes on the propriety of in- 
ventory methods. It determines when, for tax purposes, income 
is to be taken into account and when expenses are to be 
deducted. The government does all these things and many 
more for one purpose of its own: the determination of taxable 
income. 

Taxable income is based on and may be reconciled with the 
business income of an enterprise, whether corporate, partner- 
ship, or individual, but there are frequently substantial dif- 
ferences because the two concepts of income are different in 
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important respects. Business accounting has for one of its pur- 
poses the determination of the income of the enterprise based 
on the matching of revenues and the appropriate costs or ex- 
penses and for another the presentation of information in the 
form most useful to owners and management. 

In determining taxable income the government is concerned 
with neither of these things. Taxable income, while based on 
business income, is the creature of an incredibly complex and 
voluminous collection of statutes, regulations, court decisions, 
rulings of the Internal Revenue Service, and Revenue Pro- 
cedures. To some extent day-to-day practice of Treasury 
agents is an unofficial but important part of tax administration. 

These various sources of authority have widely varying 
weights. Court decisions, solidified into years of practice, are 
probably the most nearly permanent. Statutes can, of course, 
be amended, and they frequently are. Regulations, sometimes 
going beyond the statutes, are the joint product of the Internal 
Revenue Service and the Treasury. They can be adopted or 
changed only after hearings and are dependent on the statute 
they interpret. Revenue rulings issued to the public are fol- 
lowed until altered or rescinded. Private rulings, for particular 
cases, are neither made public nor are they necessarily followed 
in similar cases. Revenue Procedures, such as that establish- 
ing guideline depreciation in 1962, may be adopted or re- 
scinded at any time without notice or hearings. There is 
considerable variation in practice in different districts at the 
agent level, although the Washington office is constantly try- 
ing to correct this. 


Evolution of Tax Accounting 


From the time of the adoption of the Sixteenth Amendment 
it has been the ostensible purpose of the Treasury Department 
to assess the corporate income tax on the basis of corporate 
income arrived at under generally accepted accounting prin- 
ciples and practices.” 

In most respects this is still true, but it has seemed neces- 


2 Article 22 of Regulation 45 under the Revenue Act of 1918 stated: “If the 
method of accounting regularly employed by him (the taxpayer) in keeping 
his books clearly reflects his income, it is to be followed with respect to the 
ae as of which items of gross income and deductions are to be accounted 
or. 
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sary, in some cases, to adopt methods and practices that are 
at variance with accepted accounting practices. In some in- 
stances, these have been designed to prevent injustices to some 
taxpayers or to encourage certain activities and operations 
thought to be in the national interest. 

The treatment of certain accruals and the timing of the 
realization of income are among the principal differences in 
method between corporate and tax accounting. The time when 
income is received is the Treasury criterion for inclusion in 
taxable income rather than the time when the matching of 
income against the appropriate expense is possible. This is 
sometimes called the “claim of right” or “bird-in-hand” method. 
While it has no accounting basis it is sometimes said to be 
necessary for administrative purposes. 

Accruals of costs and expenses unpaid for which no liability 
to a third party exists at the time of the charge to income—for 
example, reserves for certain types of repairs, real estate taxes, 
severance pay and other fringe benefits, and other reserves for 
similar costs and expenses—are, for corporate purposes, nor- 
mally charged to income as the reserves are created. Under the 
Revenue Code of 1954, reserves of this type were deductible 
for tax purposes, but the provision was later repealed.* 

Special provisions affecting taxable income having no rela- 
tion to corporate income, such as five-year amortization of 
facilities acquired under certificates of necessity in the Second 
World War and the Korean conflict and percentage deple- 
tion allowed members of the extractive industries, also bring 
about differences between corporate and taxable income. 


Effect of Taxation on Corporate Accounting 


These features of the corporate income tax have had a con- 
siderable effect on corporate accounting. With some corporate 
managements there is a tendency to attempt to make corpo- 


3 Section 452 of the Internal Revenue Code permitted the taxpayer to defer 
the reporting of prepaid income. Section 462 permitted the taxpayer to elect to 
accelerate the deduction of certain estimated future expenses by deducting 
additions to reserves for those, expenses. The original estimates made in 1954 
of the loss in tax revenue from the application of sections 452 and 462 was 
$45 million for the fiscal year 19%5. Revised estimates indicated that the tax 
revenue loss might be as great as $1 billion or more. It also appeared that the 
sections were being interpreted by taxpayers as extending beyond the scope in- 
tended by the Treasury Department. These facts led to their repeal. 
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rate income conform to. taxable income as closely as possible, 
largely for convenience. 

One school of thought holds that, under the general princi- 
ple of matching costs and income, the income tax in a corpo- 
rate income account should be the tax that applies to that 
income, regardless of whether it was the tax paid in the period. 
This has necessitated the use of the “tax deferral method” 
whereby the amount of tax based on the corporate income is 
shown in the financial statements and the difference between 
this and the actual payment is deferred to the period to which 
it applies. An example is five-year amortization under certifi- 
cates of necessity where, in the years affected, tax on the dif- 
ference between the amortization and normal depreciation 
would be added to the tax paid for the year just ended and 
deducted from the tax paid in subsequent years. 

The mere fact that there is a difference between taxable 
and corporate income does not mean that tax deferral account- 
ing is necessarily required. Mining companies or petroleum 
producers will, because of percentage depletion, show less tax- 
able income than corporate income but, as this is a continuing 
situation, no adjustment is required. 


Long-Range Character of Tax Planning 


It must be remembered that we have had income taxes with 
us for some fifty-three years, and there is probably no one now 
alive who will see their end. Tax planning is, therefore, a 
major long-range business function. It is also true that most 
methods devised for the reduction of taxable income, as distin- 
guished from the tax to be paid, do little beyond changing 
the time when income must be taken into account. The total 
income of a corporation from its inception to its liquidation 
will be substantially the same under any consistent method. 
This does not mean that timing is not of great importance. 

One of the most important aspects of timing is the full 
utilization of carrybacks and carryforwards of operating losses. 
The means for doing this are fully explained in statutes, regula- 
tions, and numerous texts, but a high degree of alertness is 
necessary to see that transactions are timed and planned in 
the most advantageous way. While the total income over a 
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period will not be changed, the failure to use a carryback or 
carryforward of losses may seriously affect the total tax paid. 

Cash flow, on which so much corporate action depends, 
is also directly affected. Tax rates vary from year to year so 
that, over a long period, total tax paid may be quite different 
under different circumstances. For example, taxpayers in 1934 
were outraged when their depreciation allowances were re- 
duced under Treasury Decision 4422, but they lived to see the 
deductions, disallowed in 1934, allowed in periods of higher 
rates and even against excess-profits taxes. 

Tax planning is a long-term affair, and apparent immediate 
advantages should be weighed carefully against future possi- 
bilities. One of the most annoying things a tax advisor has to 
put up with is what might be called the locker-room tax expert. 
A client calls, usually on a Monday morning, and says, “There’s 
a big company in our line that gets twice as much deduction 
for bad debts as we do and the president takes his whole 
family to Europe twice a year on his expense account. Why 
can't we do the same thing?” When the accountant asks for 
the source of the information it turns out to be the nineteenth 
hole at the client’s golf club and a long time is spent in dis- 
abusing the client of his illusions. 

While both accountant and client should be alert to any 
real tax advantages, any method of quick or drastic tax reduc- 
tion should be carefully analyzed and its future as well as 
immediate effects estimated. The regular auditors and tax ad- 
visors of a corporation expect to serve their clients for a long 
time. They are more interested in a consistently good tax posi- 
tion than in any short-term spectacular reduction that may 
bring about undesirable future effects or conditions. 


TAX ADVISORS AND THE FINANCIAL EXECUTIVE 


Need for Counsel 


As every businessman knows, the role of taxation is large 
and important in the economy. Its complications and dif_i- 
culties are tremendous. The function and duties of the execu- 
tive preclude any possibility of a technical knowledge of the 
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detailed workings of the various taxing systems to which his 
corporation is subject. He must, instead, take a broad view 
of the whole picture. 

He is responsible for the strategy, the policy decisions. He 
must rely on his accounting and legal advisors for the detail, 
the technical work, the tactical operations. His protection and 
his assurance of the best results for the corporation depend 
on his choice of the best accounting and legal advisors, and 
one purpose of this chapter is to furnish a few guides for mak- 
ing such a choice. 

As previously explained, many corporations have their own 
tax departments, which make out the necessary Federal, state, 
municipal, and other tax returns for the corporation and keep 
themselves informed in the areas of taxation that affect the 
corporation in its ordinary operations. Other corporations rely 
completely on their accounting and legal counsel for tax advice. 
Whether the organization of a tax department is indicated or 
whether it seems better to rely entirely on professional advice, 
the review of tax returns, first by the independent C.P.A. and 
then, if there are any new or debatable questions, by legal 
counsel, is essential for the protection of both stockholders and 
officers. 

Whether all the complications and verbosity of the various 
sources of taxing authority are necessary is an open question, 
as is the related question of discrimination against the smaller 
taxpayer who cannot or does not receive adequate tax advice; 
but the fact of the proliferation and complexity of the taxing 
statutes and their interpretations remains to be dealt with. 

Many changes in the statutes and regulations have been 
made ostensibly to simplify the laws and procedures, to intro- 
duce more equity into the administration of the tax laws, and 
to ameliorate the harshness of some of the provisions of the 
statute. The objectives of amelioration and greater equity 
have, to some extent, been attained, but every change has intro- 
duced new complications and swelled the volume of the official 
sources of the operation of the Federal income tax. 

Since the accounting for taxable income follows but does 
not necessarily coincide with the company’s own accounting 
methods, it is necessary to examine every difference and varia- 
tion with the utmost care, first, to be sure that the method 
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used is authorized, and second, that no relief provision or 
allowance has been passed over. 


The Lawyer and Accountant in Tax Practice 


There has been much rather pointless discussion of the roles 
of the lawyer and the accountant in tax matters. Generally 
speaking, the accountant, employed or independent, prepares 
the returns. This is logical, since an income tax return is 
merely another form of financial statement. This is particularly 
true for the corporation return, which includes a balance sheet 
and a reconciliation of surplus between the tax and the corpo- 
rate basis. The preparation of a tax return is not legal work, 
no matter who does it. As in the preparation of any other 
financial statements legal questions will frequently arise. The 
accountant should be able to recognize them and should know 
when to request the advice of legal counsel. 

It often happens that the corporation wishes to take some 
specific and unusual action: purchase or sale of another enter- 
prise, participation in a joint venture, issue or retirement of 
securities, changes in capital structure, and the like. The ac- 
countant should be consulted on the probable results of such 
action, but before any definite steps are taken legal counsel 
should be called in to make sure, first, that the proposal can 
be carried out, and second, that it is done in such a way as to 
have no undesirable tax or legal side effects. 

The function of the accountant is to give management in- 
formation on what can be done and the probable results; that 
of the lawyer is to say how it should be carried out. As a 
practical matter the accountant and lawyer work as a team, 
and there is seldom any difficulty about their working together 
satisfactorily. 

As an example of this, a certified public accountant may 
represent his client before the Tax Court in the same way a 
qualified member of the bar does. At first this was hailed as 
a great advance for the accounting profession, but it soon be- 
came evident that the mere permission to act like a lawyer did 
not make the accountant one. In the Tax Court, as in any 
other court, the accountant best serves the interests of the 
client by briefing the lawyer on the accounting principles and 
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methods involved, assisting him in formulating policy and 
strategy, and testifying to facts and accounting principles. 

Where the accountant had also had thorough legal training 
he was occasionally able to represent his client as a lawyer 
would, but such cases have been comparatively infrequent. 
Most accountants realize that it is undesirable to represent 
clients as an advocate before the Tax Court. 

The old saying that the man who acts as his own lawyer 
has a fool for a client is particularly apt in tax matters. Not 
only is it impossible for an executive with other responsibilities 
to make technical tax decisions or recommendations without 
advice, but the field of taxation is so broad and so full of 
hidden quagmires and quicksands that it is most unusual for 
any one partner of an accounting firm to claim a detailed and 
expert knowledge of the entire field. 


TAX SERVICES OF C.P.A.’s 


The specific work of an accounting firm’s tax department or 
of the tax accountant and tax lawyer, while it can hardly be 
reduced to a comprehensive checklist, can be described under 
a few general headings that will include all but the more un- 
usual situations. 


Preparation and Review of Returns 


In the large corporation, and in many smaller ones, it will 
be the duty of the internal tax department to prepare the re- 
turns, which will be reviewed by the independent accountant 
both for tax features and to satisfy himself that an adequate 
provision for the tax liability has been made. Legal counsel 
will be consulted if the return is a large one or it presents any 
unusual features. In the smaller corporation the independent 
accountant may prepare the return from company records. In 
any event, it should be reviewed by him. 

Regardless of who prepares the return, the C.P.A. will be 
primarily concerned with making sure that the statute and 
regulations have been properly complied with, reducing the 
possibility of unnecessary audits, and taking advantage of all 
beneficial provisions for the computation of taxable income. 
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Tax Planning of Corporate Transactions 


Where transactions are initiated or contemplated by corpo- 
rate officials the independent accountant can, frequently in 
consultation with legal counsel, make estimates as to not only 
their immediate effect but also their impact on the tax position 
in the future. He can also evaluate the possible effects of alter- 
native methods of handling the same transaction and suggest 
changes in its form and substance toward a legitimate tax 
advantage. 

The prudent financial executive will not enter into any trans- 
action or operation affecting income taxes without consulting 
his legal and accounting advisors. It should also be remem- 
bered that the time for consultation is before anything is done, 
not after. 


Business Purpose. In many transactions where a tax sav- 
ing or advantage exists there may be a presumption on the part 
of the Internal Revenue Service that the tax saving was the 
prime or, perhaps, only motive for entering into it. In these 
cases it is necessary for the taxpayer to demonstrate that there 
was a business purpose that was the principal reason for the 
transaction and that the tax effect was secondary and subsidiary 
to the business purpose. 

The independent accountant is qualified to testify on the 
subject of business purpose. It is sometimes advisable to get 
the testimony on this point of an independent accountant who 
is not the auditor of the corporation. 


Appearances Before Taxing Authorities and Courts 


In Federal taxation it is customary for the independent ac- 
countant to represent the taxpayer when a dispute or difference 
of opinion arises between the Revenue Agent and the taxpayer. 
Generally the first meetings with the agent are attended by 
the accountant and taxpayer only in the hope of arriving at a 
quick and informal settlement. This should cause no embar- 
rassment later to the tax attorney, as the conferences with 
agents and group chiefs are not matters of legal record. 

If the taxpayer is unsuccessful and the tax is of any large 
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amount, or if the case may be used as a precedent in future 
years, it will be taken to the Appellate Division of the district. 
Here it is almost always advisable to have the advice of the tax 
attorney, since the case may go to the Tax Court or to some 
other Federal court. The accountant generally collaborates 
with the tax attorney in preparing appeals to the Appellate 
Division. 

Tue ACCOUNTANT AS A WITNESS IN Tax Cases. The ac- 
countant frequently appears as a witness in the Tax Court or 
other courts, sometimes representing the client and testifying 
as to the facts in a given situation and sometimes testifying for 
a party not otherwise a client on the application of accounting 
principles or trade practices in an industry with which the 
accountant is familiar. Accounting testimony before the Tax 
Court, the Court of Claims, or other Federal courts is fre- 
quently the determining factor in the decision. Occasionally, 
as in cases of alleged fraud, the accounting testimony may serve 
to clear the client. In one case where the method of determin- 
ing income was clearly not that required by the statute and 
fraud was alleged, the accounting testimony established that 
the method employed, although not that required by statute, 
was one that could have been employed, as the taxpayer con- 
tended, as the result of an honest mistake. Additional tax and 
interest was assessed but no fraud penalties were imposed. 

Practically all personal contact of the accountant with the 
Internal Revenue Service is a type of forensic representation 
and one of the most important. The financial executive and 
his assistant in charge of tax matters should be in close touch 
with this work from the beginning. 


Services of Specialists 


Federal income taxation is so closely connected with busi- 
ness operations that many accountants have specialized in par- 
ticular aspects of business operations as they affect taxation. 
For example, it is not unusual in both regional and national 
firms for one partner to be a specialist in the treatment of 
inventories for tax purposes. The methods of large retailers 
and processing industries have a great influence on income 
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determination, cash flow, and the retention of working capital. 
Another partner may specialize in the extractive industries, 
with special emphasis on problems of depletion and the treat- 
ment of development and exploration expenses. 

Mergers and acquisitions present many problems, particu- 
larly in the choice of the methods of sale or liquidation. Sub- 
stantial tax penalties might be incurred if matters of form and 
method, as opposed to substance, are not properly taken care 
of. This requires accounting advice on objectives and prob- 
able results and legal advice on the precise methods of sale and 
liquidation. 

Questions of depreciation have become both important and 
complex over the years. Periodic review of useful lives and 
depreciation methods, as well as of property accounting, per- 
haps in conjunction with appraisers, is necessary to ensure that 
every possible advantage is being taken of any changes in 
regulations or permitted methods of depreciation or to make 
certain that there is a proper groundwork of evidence if the 
lives or methods being used are questioned. 

There are many other areas where advice is sometimes 
needed. The executive and the head of his tax department 
should be constantly on the alert for situations in which ac- 
counting and legal advice is required before making decisions 
or entering into large or unusual transactions. 


ApvICE ON ProposED LEGISLATION. Valuable advice on or- 
ganizational set-up or method of handling a transaction can 
be offered by the accountant when new legislation is pending. 
An example would be advance planning for Subchapter F 
affecting United States recognition of income of foreign 
subsidiaries. 

In the past, accountants have taken an active part in ad- 
vising Congress and the Treasury Department on legislation 
covering the last-in/first-out inventory method, depletion of 
natural resources, and depreciation methods, to name only a 
few examples. The reliance of Congress and the Treasury on 
the advice of accountants appears to be increasing as more 
and more complex problems arise. 


A IN ORGANIZING CLitnt’s TAX DEPARTMENT. For newly 
formed enterprises the independent accountant can develop an 
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organization plan for the department and usually can assist 
in obtaining the necessary personnel. Where the corporation 
has_a tax department already established, periodic review by 
the independent accountant will frequently bring to light pos- 
sibilities for improvements and economies. 


EsTATE PLANNING AND PERSONAL INCOME TaxES. The ac- 
countant should be a member of the team, along with attorneys 
and insurance advisors, when questions of estate planning arise. 
The estate planning of corporate officers is sometimes closely 
connected with corporate affairs, and this is often considered 
a responsibility of the financial executive. 

Some accountants specialize in personal income taxes and ~ 
inheritance taxes, and most well-organized firms have partners 
skilled in these fields. Any executor or trustee needs the best 
accounting advice he can get, combined of course with ap- 
propriate legal advice. Legitimate methods of minimizing 
these taxes exist and require the same alertness and care that 
is needed for the protection of the corporation. 


4 


Getting the Most from 
the Independent Audit 


ANNUAL AUDIT AND CERTIFICATION 


Auditing Standards 


The financial executive who has not himself had practical 
auditing experience seldom realizes that any audit, whether by 
independent C.P.A.’s or by internal auditors, is to some extent 
a compromise and an approximation. 

An audit in complete detail, where every transaction and 
entry is fully verified, should uncover all chance or inadvertent 
errors. Intentional errors involving over- or under-footings of 
a cashbook, the abstraction of cash and substitution of false 
entries for credits or allowances for cash receipts, various types 
of payroll and inventory frauds, and the like, would in all 
probability be discovered. 

But even an audit of this type would not uncover frauds 
where the false entries were substantiated by documents forged 
skilfully enough to deceive other company officials as well as 
the auditors, which has happened several times in the recent 
past and may be tried again. 

In any event a complete, detailed audit, which would mean 
in effect that the original work on the records would have to 
be done over by higher-paid personnel, is impractical and pro- 
hibitively expensive. 

65 
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At the opposite pole from the detailed audit is an examina- 
tion made by a highly qualified auditor whose only criterion 
for the verification work he should do is whether it is sufficient 
to satisfy him of the substantial correctness of the statements 
he is examining. 

Ideally and philosophically this is the basic principle under- 
lying all auditing, but not all audit work is performed by 
highly skilled men of impeccable judgment. Much of it is 
necessarily done by junior and lesser-experienced employees of 
the independent C.P.A. or by junior members of the internal 
audit staff. This fact and the necessity for a continuity of 
procedure makes certain auditing procedures and the extent 
to which they are applied practically mandatory. 

The procedures, however, are always changing in nature or 
emphasis. The auditor suffers under the disadvantage of hav- 
ing the general outlines of his work, the consensus on what 
ought to be dealt with, and what emphasized and what played 
down, known generally to those whose work he is examining or 
criticizing. The ingenuity of the potential defaulter or em- 
bezzler is constantly being pitted against the skill of the auditor, 
always to the disadvantage of the latter. This applies, at the 
present time, more to the internal auditor than to the inde- 
pendent C.P.A. The internal auditor is usually responsible for 
the detail checking and the independent C.P.A. for a methods 
review and survey. 

When a fraud of any importance is discovered, the inde- 
pendent C.P.A. should inquire, first, whether prescribed pro- 
cedures had been followed by the internal auditors, and second, 
whether some revision of the internal control system is 
indicated. Minor frauds and defalcations, not significant in 
amount, may be important as indications of weaknesses in 
design or operation of the system of internal check and control. 


DEVELOPMENT OF INTERNAL CONTROL AND ANALYTICAL 
Aupitinc. In earlier days, before internal auditing and inter- 
nal control were developed and when a lower salary scale 
permitted it, so-called “detailed” audits were made by pro- 
fessional accountants in which almost every transaction was 
checked and almost every clerical operation was tested and 
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scrutinized. As industrial enterprises grew in size and com- 
plexity it became evident that this type of auditing, sometimes 
irreverently known as the “tick and holler” method, was not 
only becoming prohibitively expensive but was not fully 
effective. 

About the time of the First World War, industrial enter- 
prises, large and small, began to develop internal control sys- 
tems and to employ internal audit staffs. These developments 
were welcomed by the accounting profession, and professional 
accountants played a large part in organizing internal control 
systems and in the organization and training of internal audit 
staffs. 

Analytical auditing, that is, a test of the accuracy of the 
accounts by comparing total production, total sales, process or 
manufacturing losses, gross profits, and similar quantitative key 
figures, was developed. The functions and responsibilities of 
the internal auditor and the public accountant were defined and 
delimited, not always with the precision and exactness that 
might be desired. 

It was difficult for an executive, accustomed for many years 
to a detailed audit by his C.P.A. firm, to reconcile himself to 
the fact that he could no longer hold the C.P.A. responsible 
for a minor fraud undiscovered either by the internal auditor 
or the C.P.A. On the other hand, there were cases where too 
great reliance was placed by the independent auditor on in- 
ternal auditing and internal control. Procedures formerly 
thought necessary, or at least desirable, were no longer carried 
out. 

The confirmation of accounts receivable or payable by direct 
communication with the debtor or creditor, while not an in- 
variable procedure, was not uncommon up to, say, the begin- 
ning of the First World War. From that time until 1939, about 
the only audits in which this procedure continued to be used 
were the audits of stock exchange firms and some financial 
institutions. 

In the early days, physical tests of inventories were often 
made, particularly when the purchase or sale of a business was 
involved. This practice fell into disuse in the era between the 
First World War and 1939, and it was considered that a satis- 
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factory verification of the quantities reported in inventory 
could be made entirely from the records without physical tests 
by the auditors. 

Independent verification of cash in banks, actual count of 
securities or confirmation by independent third-party custodi- 
ans, and verification of both approval by the board of directors 
and vouching of expenditures for capital assets were consid- 
ered essential to an audit from the earliest days. 


Revision or AupiTinc STANDARDS. Several instances of the 
deception of auditors and company officials as well by other 
company officials about the existence and value of company 
property, largely through the preparation and use of forged 
documents—letters, invoices, orders, cash statements from non- 
existent banks, warehouse reports from fictitious warehouses, 
and forged reports from credit agencies—caused the account- 
ing profession, through the agency of the American Institute 
of Certified Public Accountants and the various state societies, 
to undertake an extensive reexamination of auditing standards 
and practices. 

As a result, it was decided (1) that the auditing standards 
of the time were inadequate and had to be revised, and (2) 
that the firms of accountants involved in these frauds had ad- 
hered to the standards then current, and could not be held to 
have committed any act discreditable to the profession, and 
had violated no provisions of the code of professional ethics 
of the American Institute of Certified Public Accountants or 
the various state societies. 

The auditing procedure committee of the American Insti- 
tute of Accountants; as the A.I.C.P.A. was then known, in Oc- 
tober 1939 issued its Statement No. 1, which in effect stated 
that from that time on accepted auditing standards and pro- 
cedures required the auditor to make tests of inventories by 
physical inspection and to test accounts receivable by direct 
communication with the debtors. 

It was made clear that the auditor was not acting as an 
appraiser or valuer but was, instead, “satisfying himself as to 
the credibility of the representations of management regard- 
ing quantity and condition” of the inventory. These basic 
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auditing standards, as revised in 1939, have met the practical 
requirements of the business and financial community remark- 
ably well. Despite the passage of time they are as applicable 
today as when they were drafted. (See Appendix C, State- 
ment on Auditing Procedure, by the Committee on Auditing 
Procedure of the (then) American Institute of Accountants. ) 

The independent confirmation of notes and accounts receiv- 
able was also required by Statement No. 1 (Appendix C) of the 
Committee on Auditing Procedure, but the auditor was allowed 
a considerable degree of discretion in determining when and 
to what extent such confirmations should be made. 

The requirement for the general application of these pro- 
cedures was, as has already been indicated, a revival of past 
practices rather than the development of any new or experi- 
mental methods. 


AUDITING AND THE CoMPuTER. Up until a few years ago 
it was thought that the 1939 revisions in auditing practices 
and methods would make any further basic changes unneces- 
sary for a long time to come. The introduction of computers 
has changed all that. The dishonest company officer who 
wishes to distort a company’s position or results and the poten- 
tial defaulter or embezzler are still with us. They will study 
the computer and the other electronic devices now in use 
and will try to find a way to misuse these instruments for the 
same purposes as were formerly accomplished by forgeries 
and false entries. 

Methods are being developed for the audit of records based 
on the work of computers. Wonderful as they are, computers 
are only machines. They can act under instructions; they can 
remember; they can answer questions, if they have the answer; 
and they can say yes or no to a question if they have the in- 
formation stored in their memories. All these things they can 
do, generally more accurately than a human brain, but they 
cannot use judgment or make a real choice or decision. Their 
apparent decisions are merely comparisons of given sorts of 
information already fed into them, and their so-called choices 
are also based on comparisons and compilations of data already 
in their program or memory. 
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These are not robots! about to come to life and take over 
from human beings neither as strong nor as intelligent as 
themselves. Complicated and forbidding as they may appear, 
computers are and always will be subservient to human beings 
far inferior to them in mathematical skill or even in the play- 
ing of chess or checkers. They must be guided and instructed 
minutely in everything they do, and it is precisely this feature 
that makes them subject to audit and control. 

The audit of the results of the work of computers is essen- 
tially a matter of survey and review rather than of any check- 
ing or testing of detail. An examination of the programs 
covering the operation of a computer and some assurance that 
the program shown to the auditor is actually the one that is 
used is one of the best verifications of its work that the auditor 
can get. 

Once the machine is programmed and the information fed 
in, the mechanical accuracy of the result generally is not sub- 
ject to further detail checking, except for what is needed to 
show that the system is in fact operating. Analytical auditing, 
the comparison of total results of various operations and func- 
tions, is one of the most effective ways of auditing a computer's 
work. 

Errors made by computers are infrequent, but fortunately 
when the computer goes wrong it generally does it in a big way. 
An error in payroll where a check is issued for $1,000,195.47 
instead of $195.47 is much more likely to be caught than if the 
erroneous figure has been, say, $145.47. Any sort of com- 
parison of totals would catch the first error, while the second 
might go undetected. Fortunately, the probability of any me- 
chanical error is small and, with the improvements in elec- 
tronic “hardware,” grows less and less. 

The financial executive, and the auditor as well, should re- 
member that the work of computers can and should be audited, 
that what comes out is only as good as what goes in, and that, 
regardless of mechanical capabilities, the real decisions and 
choices are made by people. The work of the computers gives 


1 Mechanical men in a play, R.U.R., by the Czech dramatist, Karel Capek. 
Some of their abilities and characteristics had a remarkable similarity to those 
of computers, and the play, written in 1921, is an amazing exercise in con- 
structive imagination. 
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a better basis for these decisions and choices, but they are still 
made by human beings. 


The Auditor’s Opinion 


THE CLEAN CERTIFICATE. Every executive, operating or 
financial, wants to see his financial statements go to stock- 
holders, creditors, and the public with what has become gen- 
erally known as a “clean certificate” attached to them. 

While the importance of a clean certificate can be over- 
emphasized, it is nevertheless true that its presence shows that 
there are no major differences of opinion between client and 
auditor and that the auditor has carried out every procedure 
he thought necessary to satisfy himself that the statements 
fairly present the financial position of the company and are 
not, in the language of the Securities and Exchange Commis- 
sion, “misleading.” The clean certificate further states that, in 
the opinion of the auditor, the statements are prepared in ac- 
cordance with generally accepted accounting principles and 
that they are on a consistent basis from year to year. 

Naturally, if these conditions are not all present, a clean 
certificate cannot be given and some exception must be taken 
or some explanation made. 


THE QUALIFIED CERTIFICATE. Not everything that requires 
an explanation or exception is necessarily damaging or dis- 
creditable. Most of what we might call the harmless excep- 
tions are on the score of consistency and often cover desirable 
changes in accounting methods or changes made to recognize 
changed conditions. These are frequently the change from 
one to another accepted method—for example, from or to the 
installment method of accounting for sales; the adoption of 
the LIFO inventory method; deferring rather than expensing 
development and exploration costs; or, in the case of a plant 
where a new process is involved, deferring initial or “starting 
up” expenses although similar expenses were written off in the 
past when they were not large enough to distort the income 
materially. 

In such cases the auditor, if the effect of the change is mate- 
rial, must recognize it in his certificate but will make no ad- 
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verse comment and will generally include the words “of which 
we approve.” Such exceptions or explanations should cause no 
concern to the financial executive or to anyone else. 

If, however, there is a genuine difference of opinion between 
the client and the auditor, and the auditor decides that the 
statements, as prepared by the client, do not fairly present the 
financial position of the company, he must also decide whether 
they make a fair presentation when read in conjunction with 
the exception taken in his certificate. 

For example, if the auditor has reason to believe that some 
contingency, such as probable damages resulting from an un- 
favorable decision in a lawsuit, is so serious as to make the 
statements misleading if it is not mentioned, mention in the 
certificate might be enough to make the statements, read in 
the light of the certificate, a fair presentation. 


WueEn No Opinion Can BE Given. Broadly speaking, there 
are two situations in which the auditor cannot give an opinion, 
qualified or otherwise. The first is where the financial state- 
ments are so prepared as to be materially misleading and this 
cannot be corrected by an exception taken by the auditor. In 
the second, some required audit procedure is omitted, making 
the auditor so uncertain about the integrity of the accounts 
that he cannot form an opinion as to the fairness of the 
presentation. 

The first condition might result from the inclusion as an 
asset of a substantial amount of research and development ex- 
pense on a product or process of little or at best highly doubt- 
ful value. The auditor cannot put a value on the expenditures, 
but he knows they are material and their value overstated. 

Another instance would be the inclusion as current assets 
of accounts receivable from affiliates of doubtful solvency, 
which affiliates are not examined by the company’s auditors. 
Here again, the amount, if material, would make the statements 
misleading, but the auditor has no way of determining the 
amount of any required adjustment. 

Instances of this sort are infrequent. They sometimes occur 
when the auditor is representing some parties other than the 
client company itself: creditors, minority stockholders, pre- 
ferred stockholders, debenture holders, or others whose claims 
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would be jeopardized by the management’s course of action 
in issuing and attempting to justify the misleading statements. 

The second type of situation, the omission of some required 
audit procedure, is much more frequently met with, although 
this situation is improving and partial audits are tolerated 
much less frequently than in the past. 

The financial executive of a substantial corporation, large or 
small, will seldom encounter this problem in his own company. 
If, for any reason, his company must report to the Securities 
and Exchange Commission under any of the various Acts under 
which the Commission operates, an audit leading to a certifi- 
cate without adverse qualifications is a necessity. Even if it 
is a closely held corporation where the stockholders are all 
personally acquainted with each other there will generally be 
a demand for an audit permitting the auditor to give an opinion 
on the financial statements. 

The partial or incomplete audit is most frequently met with 
in the small, one-man corporation, the individual proprietor- 
ship, or the small partnership. Here the owner or proprietor 
is convinced that he knows everything about his business and 
does not need an audit leading to an opinion on his finan- 
cial statements but merely requires, say, an audit of cash 
transactions. 

Banks and other lenders have, more in the past than at 
present, condoned the omission of required audit procedures 
and accepted uncertified statements as a basis for credit. In 
these small enterprises the bank is frequently the only third 
party that ever sees the statements, and even here the practice 
of submitting “no opinion” reports is becoming less and less 
frequent. 

The answers to the questionnaire on this point bear out 
these conclusions (Appendix A, pp. 178-180). 

About the only situation where the “no opinion” or un- 
audited statement would affect the financial executive of a 
substantial corporation would be in deciding what policy to 
adopt when such statements are offered by a customer to 
support his request for a line of credit. In most cases the sub- 
mission of an unaudited or “no opinion” statement would not 
be sufficient reason for art unqualified refusal to grant any 
credit. It should, however, be pointed out to the customer 
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that the submission of a certified statement would make it 
much easier for the credit manager to extend the line of credit 
to which the customer thinks himself entitled. 

It is sometimes obligatory, instead of refusing to give an 
opinion, for the independent auditor to give an adverse opinion. 
In reporting to some party other than the company under 
audit, this may be required instead of a mere denial of the 
possibility of giving an opinion. 


INTERNAL CONTROL AND AUDIT 


Internal auditing of a limited type has been practiced in this 
country for many years. Before the First World War railway 
companies employed traveling auditors to check the opera- 
tions of consolidated ticket offices, dining car operations, and 
other features of the transportation business. Enterprises with 
widely distributed operations in mining or manufacturing em- 
ployed similar auditors. Their functions were generally limited 
to a cash audit including vouching of expenditures, testing of 
payrolls, and occasionally inventory tests. Management placed 
great reliance on their work, although the extensions of the 
functions and responsibility of internal auditors, so familiar 
now, were hardly thought of. 

In the years after the First World War internal control gen- 
erally and internal auditing in particular began a period of 
rapid development. The increasing volume and complexity of 
business operations made it necessary for management to de- 
vise some means, other than personal contact and inspection, 
that would enable executives to know how the different divi- 
sions of an enterprise were functioning and especially where 
there were any situations or conditions that needed correction 
and adjustment. This need was filled by the enlargement of the 
functions of the internal auditor and the raising of the level 
of ability and professional training of the internal audit staff. 

A number of men of high caliber and vision, enthusiastic 
about putting internal auditing on a truly professional basis, 
joined the internal audit staffs of large corporations. Through 
their efforts, supported of course by the corporate manage- 
ments, internal auditing was developed as a staff function with- 
out any operating duties or responsibilities. 
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This was necessary because objectivity was just as important 
to the internal auditor as to the external auditor. The internal 
auditor has become not only the eyes and ears of management, 
but also to a certain extent its representative in deciding what 
is a minor fault or infraction of a rule or policy to be corrected 
on the spot and what of enough significance to be reported to 
management. 

The full recognition of the professional character of internal 
auditing may be said to have come about with the founding of 
the Institute of Internal Auditors in 1941. The high quality 
of the men who put internal auditing on a professional basis 
is shown historically by the large number of executives of 
large corporations—presidents, financial officers, and controllers 
—that have “graduated” from the internal audit staff. 

Most large corporations are now so organized that internal 
control and internal audit are carried out by their own staff, 
although with some this came to be only in the last few dec- 
ades. As we descend in the scale of size we find less and less 
in the way of internal auditing and control. Most accounting 
firms, large or small, require the accountant in charge of an 
audit to test the internal control procedures then in effect by 
answering an extended questionnaire on the subject and adapt- 
ing his audit procedures to the results. 


The Small Corporation 


Small, closely held corporations frequently have little or no 
formal internal control. The management, often composed of 
the owners of the business, is in close touch with operations 
and relies on this rather than the usual methods of internal 
control. 

The auditor, however, relies on such apparent safeguards at 
his peril. Familiarity with operations, personal acquaintance 
with employees, long experience in the trade or business, and 
conscientious attention to the details of the business on the 
part of management are not a complete or satisfactory substi- 
tute for effective internal control or, lacking that, an adequate 


independent audit. = 
The auditor is in danger in two ways: first, fraud or defalca- 


76 THE NEW ACCOUNTING 


tion by employees can, in such a situation, often go undetected 
for a long time, and second, if the company is in difficulties 
management can manipulate inventories, kite checks, suppress 
liabilities, and inflate assets in ways difficult to detect. Proper 
audit procedures will uncover these irregularities eventually, 


but the lack of internal control will delay this. 


Results of Inadequate Internal Control 


Examples of the results of inadequate internal control are 
not hard to come by, and most accountants of any length of 
experience could give many instances of the dangers of mis- 
representation by owners and fraud by employees. 

In a small real estate brokerage and management office, man- 
aged by a realtor of high standing and long experience, a sub- 
stantial defalcation was made possible by the neglect of the 
most elementary requirement of internal control: one person 
was in complete charge of bank accounts and cash and also 
kept the firm books and prepared statements for managed prop- 
erties. 

Here the opportunity for fraud arose because the office col- 
lected rents from managed properties in the last few days of 
the month and remitted these to the owners, less janitor’s wages, 
repairs, and the like, as well as management fees, about the 
end of the first week of the following month. There was, there- 
fore, always a substantial balance in the firm’s account at the 
end of the month because of the “float” represented by rent 
collections not yet remitted to the owners. The bookkeeper- 
cashier had at his disposal the part of the balance not due to 
owners and the management fees deducted on the owner's 
statements. 

Management fees were credited to income but were taken 
by the defaulter. False financial statements showing a fictitious 
bank balance were submitted to the owner of the business, who 
took no steps to have the book balance of cash reconciled with 
the bank. 

On the first day of the first audit a bank reconciliation was 
attempted and the bookkeeper-cashier confessed. If an indi- 
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vidual other than the cashier had reconciled the bank account 
each month or if the cashier had not had access to the financial 
books the fraud would have been impossible. 

A type of fraud resulting from lack of internal control more 
difficult to detect was found in a small mining enterprise. The 
chief clerk was responsible for ordering materials and supplies, 
subject only to an engineer’s approval. The company also op- 
erated a small townsite where it had constructed all the houses. 
The chief clerk in collusion with the storekeeper had him issue 
requisitions for building materials, plumbing fixtures, electrical 
equipment, and similar items, some of which—cement, lumber 
and some electrical supplies, for example—were purchased as 
mining supplies and some of which were similar to what was 
purchased for townsite repairs and additions. Items thus requi- 
sitioned were diverted to the construction of a house for the 
chief clerk in a neighboring town but were charged to various 
classifications of mine and townsite expenses. 

The fraud was discovered when certain mining expense 
classifications and townsite repairs, apparently abnormal in 
amount, were analyzed. Proper supervision by operating offi- 
cials, particularly of detailed operating costs and the ordering 
and issue of materials, would have detected the fraud. 

The assumption by management of functions ordinarily the 
responsibility of subordinates is a definite danger signal. The 
distribution of functions among a number of individuals is the 
essence of internal control, and in some of the celebrated frauds 
of the century, for example, the principal executives of a com- 
pany had taken personal charge of bank accounts or the issu- 
ing of purchase orders or invoices. 

The writer, when a fraud of this type became public was 
asked by several clients, “Could this happen in our company?” 

The answer was another question addressed to the presi- 
dents of the companies, “How many bank accounts do you 
control and reconcile personally each month and how many in- 
voices and purchase orders do you prepare?” 

The reply, of course, was, “We have a treasurer and con- 
troller to take care of the money and an order department and 
purchasing department to handle that part of the business.” 

In other words, an adequate system of internal control was 
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effective even so far as the principal executives of the company 
were concerned. 


Supplementing Inadequate Internal Control 


The devising of systems of internal control is a proper and 
useful function of the independent auditor. Where internal 
control is inadequate it must be supplemented by the inde- 
pendent auditor if a professional opinion is to be given. 

If internal control is adequate, the responsibility of the inde- 
pendent auditor is to satisfy himself that the system is soundly 
based and is in fact in actual operation. It is usually neces- 
sary for the independent auditor to do some detailed checking 
and vouching and some testing of clerical work, but the more 
this can be reduced the better for both client and auditor. 


REDUCING INDEPENDENT AUDIT COSTS 


There is no way to reduce hourly rates on which independent 
accountants’ fees are based. These are quite strictly controlled 
by the economics of the supply of and demand for qualified 
accounting personnel. The client can, however, in cooperation 
with the independent C.P.A., work out a program for prepara- 
tion of schedules and confirmations, and all the other detail 
and clerical work that could as well be done by the client's 
staff as by that of the auditor, which will substantially reduce 
the audit work of the C.P.A. firm. 

There is real economy in this, because this type of work 
can be done largely by clerical staff of the client somewhat 
below the professional level and compensated accordingly, 
whereas the staff of the auditor is composed almost entirely 
of professionally qualified personnel. The larger and better- 
organized companies will naturally be able to do more of this 
than the smaller client with a somewhat less qualified office 
staff, but even here much can be done. 


Service Bureaus 


Local and regional firms have worked out methods for their 
smaller clients to combine devices for producing perforated 
tapes with adding machines that are, in effect, books of original 
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entry. These are sent to a computer service bureau, and the 
necessary records, including ledger accounts, are printed out. 

This is not only more economical than manual recording 
and posting, but it relieves the auditor of the expensive drudg- 
ery of so-called “write-up” work that has taken and still takes 
up so much of the time of the small local firm or the young 
accountant attempting to build up an individual practice. 

It should be clearly understood that the function of the 
service bureau should be limited to the more or less mechani- 
cal bookkeeping and recording work. The client should not 
rely on the service bureau for advice on the form or content of 
financial statements or for advice on accounting principles or 
control methods as distinguished from the mechanical features 
of his accounting system. 

An article in the New York Certified Public Accountant? is 
headnoted, “This is a ‘how to’ article on electronic data proc- 
essing for local practitioners as well as large firms, combined 
with a realistic depiction of the consequences that will confront 
laggards.” The advantages and opportunities of electronic data 
processing are well described, but the most significant point 
brought out is the possibility, and danger, that service bureaus 
and others offering electronic data processing service may also 
come to perform strictly professional functions, such as in sys- 
tem design and advising on the form and content of financial 
statements. It is a problem similar to that of the legal pro- 
fession wherein banks and others offer services ordinarily per- 
formed by lawyers. 


Working Paper Preparation 


The auditor must have working papers sufficient to support 
his report and to indicate what he has done in the way of 
review and verification, what audit work has been done by 
the internal auditors, and the scope and effectiveness of the 
system of internal check and control. There is no reason why 
any part of the necessary working papers that does not have 
to do with testing or verification work actually carried out by 


2 John E. Lennox, “How CPAs Can Adapt to the Computer,” New York 
Certified Public Accountant, Decémber, 1965. See also Wayne S. Boutelle, 
“Auditing through the Computer,” Journal of Accountancy, November, 1965. 
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the auditor (see pp. 93-98) cannot be prepared by employees 
of the client company. 

It is the auditor’s duty to satisfy himself of the accuracy of 
statements, lists, or schedules prepared by others, but this takes 
only a fraction of the time required for their preparation. Hav- 
ing such work done by the client’s clerical employees is much 
more economical than having it done by the staff of the inde- 
pendent auditor. 


What Audit Work Can Be Done by the Client 


Most of the detail of the audit work, the checking, the prep- 
aration of supporting schedules and working papers, the prep- 
aration of accounts receivable confirmations, the preparation 
of inventory tags and lists, can be done just as well by the 
client’s accounting staff or the internal auditors as by the em- 
ployees of the accounting firm. Even such a difficult and com- 
plex operation as the preparation of a consolidated balance 
sheet and income account for an international enterprise is 
done by employees of the controller’s department of the client. 

The auditor’s reliance on internal audit and internal control, 
where the functions are adequately performed, goes far be- 
yond the matter of fraud. With an adequate inventory control 
system in effect, the physical testing of raw material and pur- 
chased inventories may be reduced to a minimum. A good 
standard cost system will make it possible to test work-in- 
progress and finished goods inventories, both for quantities and 
for pricing. 

A corporation is likely to have good control of capital ex- 
penditures even though most other control elements are lack- 
ing, because the transactions are large, infrequent, and often 
the result of a policy decision. 

There are various control devices for accounts receivable 
or payable, other liabilities, and changes in capital stock and 
fixed liabilities, all of which can be operated just as well by 
the staff of the clients as by the independent auditor, whose 
function will then be reduced to supervision and direction. 

It must be stressed, however, that the professional functions 
that the independent accountant cannot delegate to anyone not 
a member of his firm or in his employ are those of review and 
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evaluation leading to the expression of an informed professional 
opinion on financial statements and other accounting, financial, 
and administrative matters. 

At the end of this chapter is a program for the audit and 
internal control of a medium-sized manufacturing enterprise, 
showing the work that must be covered for a satisfactory verifi- 
cation of the financial position. The items of the program are 
then classified according to the work to be performed by the 
independent auditor and no one else, and the work that may 
properly be carried out by the client’s employees or the staff 
of the independent auditor, whichever appears most conven- 
ient. The program is designed for application to an account- 
ing system based on written records, although it is assumed 
that all appropriate mechanical accounting and recording de- 
vices are used. 

It is assumed that the independent auditor will review and 
scrutinize the verification and investigative work of the staff 
of the client in much the same way as a senior accountant would 
review the work of his assistants. The division of work be- 
tween the independent auditor and the staff of the client is not 
intended to be taken as a rigid and definite pronouncement but 
rather as an indication of, first, the type of work that must be 
done by someone if a satisfactory audit foundation for an un- 
qualified professional opinion is to be laid, and second, the type 
of work that cannot be delegated to anyone not a member of 
the auditing firm or in its employ. If the client cannot arrange 
to have any of the work that it may properly do carried out by 
its staff there is no objection, except expense, to having it done 
by the independent auditor. Indeed, until a comparatively 
short time ago much of this work was customarily done as part 
of an independent audit. 

In a large and highly organized corporation it is quite pos- 
sible that some of the functions in the representative program 
considered necessarily to be performed by the independent 
auditor might be taken over by the staff of the client if the 
system of internal control or the organization and the position 
of the internal audit staff would permit. That, however, would 
not relieve the independent auditor of his basic responsibility 
for supervision and review oi all audit work, no matter by whom 
performed. 
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ELECTRONIC DATA PROCESSING AND THE AUDITOR 


While the purposes and the results of an audit are the same 
whether a manually operated system or an EDP system or a 
combination of both is in effect, the methods of audit are neces- 
sarily quite different. The purpose of the audit is primarily to 
satisfy the auditor that the management’s representations of 
the financial position and past operations “fairly present” them, 
and the result is a professional opinion that this is the case, 
or a statement of significant particulars insofar as this is not so. 

The procedural details of this are the concern of the client's 
EDP staff, particularly the members responsible for program- 
ming, and the independent auditor. The financial executive’s 
main interest lies in the assurance that EDP installations can 
be, and are being, satisfactorily audited. 

Audit programs and methods are continuing to develop 
along with systems and equipment. Manufacturers of equip- 
ment and corporation programmers are conscious of their obli- 
gation to leave “audit trails.” The independent auditor has a 
duty to keep himself fully informed of what is being done and 
to cooperate in every way with the client’s EDP staff. This 
means not only study of basic EDP developments and princi- 
ples but also a willingness to change deep-seated methods and 
ideas about the nature, timing, and direction of audit pro- 
cedures. 

There would be little value in trying, at this stage in the 
development of EDP, to formulate an audit program for an 
EDP system as comprehensive and definite as that possible for 
a manually operated system. Certain principles and require- 
ments seem to be emerging, however. 

The temptation to try to fit what we might call classic 
audit and recording procedures into the EDP frame must be 
strongly resisted. The results of the EDP system must be au- 
dited as such. This will generally mean that the timing of 
audit work will need to be changed. What could have been 
done at the end of the year under a manually operated system 
will need to be done much closer to the time of the transaction. 

The auditor will need, first, to be fully familiar with the 
operation of the EDP system, and second, to follow its opera- 
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tions rather than to attempt to superimpose on them an audit 
technique inherited from a manually operated system. He will 
need to recognize that mechanical and arithmetic checks of 
the accuracy of EDP results are not of the same significance 
as similar checks and tests of a manual system and to judge 
the operation more by the nature and content of the program- 
ming than by any other factor. He should learn to recognize 
the difference between auditing “through” a computer and 
auditing “around” it. 

All this requires the fullest cooperation between the inde- 
pendent auditor and the EDP staff of the client. It may fairly 
be said that satisfactory results are otherwise impossible. 


IMPORTANCE OF CLIENT-AUDITOR COOPERATION 


In reply to the question, “Do you generally get adequate co- 
operation from your clients?” all international and national 
firms answering the questionnaire (Appendix A, p. 182) replied 
in the affirmative, and with few exceptions this was the answer 
of regional firms as well. While this indicates a generally satis- 
factory state of affairs, it does not necessarily mean that as 
much as possible is being done in the way of cooperation with 
the auditors. Management would do well to examine the situ- 
ation to determine whether the utmost, instead of merely ade- 
quate, cooperation is being extended. 

The next question, “If not, what in your opinion is generally 
lacking?” was answered by referring to cases where the client’s 
staff was inadequate or where the management was in diffi- 
culties and was pursuing an evasive or ill-considered course of 
action. Other answers indicated that the auditor was at fault 
because of his failure to communicate satisfactorily with his 
clients. 

Client-auditor cooperation is a continuing problem, and it 
is to the interest of both client and auditor to study the situa- 
tion, not to arrive at a single permanent settlement, but to adjust 
from day to day as conditions change. As in so many other 
organizational situations, what we might call the natural tend- 
ency is the opposite of what is needed. In the operation of a 


3 Arthur B. Toan, Jr., “The Auditor and EDP,” Journal of Accountancy, 
June, 1960. 
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system or method in several different plants the tendency is 
always against uniformity. Here the tendency is always away 
from the optimum of cooperation. 

An unwarranted satisfaction with a method or procedure 
develops, a new condition is passed over unrecognized, or the 
need for certain work diminishes or disappears. It is greatly 
to the direct monetary advantage of the client not to let these 
things happen and to see to it that management and the auditor 
cooperate as fully as possible in all reasonable ways. 


WHAT THE INDEPENDENT AUDITOR EXPECTS 
FROM THE CLIENT 


Complete Access to Information 


The auditor is entitled to expect from his client frankness, 
candor, and unrestricted access to all books, tax returns, cost 
accounts, correspondence, minutes, and other corporate rec- 
ords. Where government work of a secret or confidential na- 
ture is being done, arrangements should be made for at least 
one representative of the accounting firm to be cleared to in- 
spect the secret or confidential records and data. 

The client’s protection in this context is the ethical require- 
ment that the auditor shall not divulge information gained in 
the course of his work to any third party except with the client’s 
permission or under subpoena. As client’s records are all sub- 
ject to subpoena under some circumstances, any disclosure un- 
der subpoena by an accountant could have been required of a 
company official or employee. There is a reasonably close anal- 
ogy between the relationship of doctor and patient and that 
of auditor and client—a far closer analogy than between that 
of either pair to that of lawyer and client. The accountant is 
aiming at a fair description of his client’s financial health. He 
is not defending a person or position, and he has a duty to 
be impartial and objective rather than protect or absolve. 

Whereas full and free access to all corporate information is 
necessary if a satisfactory audit is to be made, this does not 
mean that all information must be available to every member 
of the auditor's staff who is working on the audit. It often 
happens that information of a confidential nature will be given 
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by the client to the partner in charge of an audit but not his 
staff. The amounts of some salaries or professional fees, not 
required to be specifically disclosed; the provisions of royalty 
or licensing agreements; special compensation agreements; con- 
ditions that might give rise to contingent liabilities; and uncom- 
pleted purchase or sale commitments covering investments or 
capital assets are examples of this type of information. 

The financial executive has the duty to give this information 
to the independent auditor or to see to it that it is given to 
him. The auditor must then decide, first, whether the item or 
transaction has been correctly treated in the accounts and then 
whether there is any reason or requirement for specific dis- 
closure. 

Where access to corporate information is restricted, if it is 
not the result of ignorance or misapprehension of the auditor's 
duties and function, it is almost prima facie evidence of irregu- 
larity. The auditor should be very much on his guard and 
would have to consider whether he should specifically com- 
ment on any restriction in scope or whether, in extreme cases, 
he should withdraw from the engagement. Cases of restricted 
access to information because of an erroneous idea of an au- 
ditor’s duties and the extent of his investigations can usually 
be dealt with by the exercise of a little tact and patience on 
the part of the auditor. 

The foregoing is all predicated on the assumption that the 
client is the company under audit and that the auditor is acting 
under the authorization of the directors or stockholders of the 
company. This is not always so. The auditor's instructions 
may come from a creditor or committee of creditors of the 
company, a group of dissatisfied minority stockholders, or an 
intending purchaser of the company. 

In such instances, although full and free access to all corpo- 
rate information is just as desirable as in any other situation, 
its denial does not carry the same implications as it does when 
the client is the company under audit. The auditor, realizing 
the necessity for objectivity, also realizes that there is a cer- 
tain adversary element in the company under investigation. 
His very presence is an indication of suspicion or doubt, and 
he must expect something less than full cooperation. There 
will seldom be outright refusal to give information, but little 
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or nothing will be volunteered. The auditor’s requests for in- 
formation will be followed literally, and if he does not ask 
for books or records by their correct names he may not get 
what he wants. 

An investigation of this sort is a severe test not only of the 
auditor’s technical qualifications but of his ability to handle 
men and situations with a combination of firmness, tact, and 
diplomacy. 


Prompt Notification of Changes or Developments 


There are several reasons why current information on the 
position, plans, and prospective actions of a client company 
should be given to the auditor as soon as possible. 

One of the characteristics of modern auditing, including 
audits of systems using computers, is that the work is spread 
as evenly as possible over the year (see p. 89). This allows 
thorough and unhurried consideration of problems as they 
arise instead of in the rush of closing the accounts for the year; 
the audit work involved can be done when the problem first 
comes up, and valuable time saved. 

Further, it is damaging to the client and frustrating to the 
auditor to find, in the audit of a transaction after the year end, 
that prompt action taken at or near the time of the transaction 
might have gained a tax advantage or avoided a danger, or pre- 
vented an embarrassing dispute with the Securities and Ex- 
change Commission, or clarified a contract so vague or ambig- 
uous in its accounting provisions as to make litigation inevi- 
table. 

Changes in operations or product lines without the auditor’s 
knowledge might be unsupported by necessary changes in cost 
systems or estimating methods, or made without proper ad- 
vice; such changes might involve unnecessary complications 
or losses. The following are examples of the kind of events 
and developments of which the auditors should be notified 
promptly: 


Acquisition or sale of subsidiary companies. 

New financial arrangements; loans, leases, or transactions in 
treasury stock. 

Introduction of new product lines or dropping of old ones. 
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New equipment programs or changes in programs currently in 
effect. 

Any unusual Federal tax developments. 

Any unusual litigation or threats of legal action. 

Results of storms, earthquakes, volcanic eruptions, and other 
“acts of God.” 

Effect of political changes on foreign operations, including cur- 
rency restrictions and devaluations. 

Fire losses and insurance recoveries. 


Nothing can be lost by giving the auditor current information 
currently. A transaction will have to be examined and the 
audit work performed whether at the year end or at the time 
of the transaction. The only difference is the advantage to be 
gained by examining the transaction in time for this to be 
useful. 


Assurance of Lack of Conflict of Interest 


Although the management of a corporation should not have 
interests adverse to those of owners or creditors, if such a con- 
dition does exist the auditor should be free from pressure to 
conceal or minimize it. Apparent conflict of this sort is fre- 
quent, but on examination it generally develops that the inter- 
ests in. question are not in fact conflicting. Some examples: 


Officers of a company operating under a bonus or profit-sharing 
plan might wish to inflate profits. 

Officers of a company might wish to inflate profits to justify sal- 
aries or to facilitate an issue of securities. 

Officers or stockholders might wish to inflate or minimize earn- 
ings to affect the market price of the company’s stock. 


Here the true interests may not really conflict. The auditor 
is entitled to the facts in the controversy, and armed with these 
he can generally show that in the long run everyone's interests 
are better served by a fair presentation of the financial state- 
ments. 

The auditor is entitled to satisfy himself that no genuine 
and irreconcilable conflict exists, such as in the purchase of 
materials and supplies from companies controiled by officers, 
trading in the company’s securities through concealed third 
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parties, or otherwise using a company position or company in- 
formation against the company. While he can hardly expect 
the management to make a representation in writing that no 
conflict of interest exists in the company, no more than he 
could expect a representation that none of the officers are de- 
frauding the company in any other way, he can and should be 
aware of the possibility of such conflict and take every reason- 
able means to satisfy himself that there is none. The auditor 
should inquire, discreetly of course, into any large outside busi- 
ness interests of officers, particularly if these have to do with 
providing services or supplies to the company. 

As a part of the audit some work will be done on the pur- 
chasing department. It is here that there is, perhaps, the great- 
est opportunity for an officer or executive in effect to “trade 
against the company,” and notorious cases have come to light 
in recent years wherein company officers have concealed finan- 
cial interests in suppliers of materials or services. 

Any dealings between the company and its officers or di- 
rectors should come under sufficient scrutiny for the auditor 
to understand the nature of the transactions and to form an 
opinion of their legitimacy. Generally, such transactions are 
proper and in the company’s interest. If, for example, the 
board of directors decided against developing a certain process 
or the purchase of certain real estate and some of the officers 
and directors thought well enough of the project to invest their 
personal funds in it, they should, if the project is successfully 
carried out, be entitled toa proper compensation for their ex- 
penditures and risks in the event that the company decides to 
go on with the development of the process or the acquisition 
of the real estate. 

Great care and judgment should be exercised in dealing with 
situations of this sort. Personalities are involved, and even the 
appearance of questioning the integrity of directors and officers 
should be avoided. The auditor’s position should be that of 
seeking information necessary to determine the fairness of pres- 
entation of the financial statements, and not of passing on the 
propriety of the transactions unless clear evidence of irregu- 
larity should come to light. Obviously these are matters for 
the attention of the partners of the firm of auditors rather than 
staff members. 
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Where it is the custom for the accounting firm to prepare 
the personal income tax returns of the company officers this 
usually provides enough information about their outside inter- 
ests and investments to make further investigation unnecessary. 

All executives, including those dealing with financial mat- 
ters, are protected by any assurance the independent auditor 
can give that no conflict of interest exists between directors and 
officers and the company. 


Cooperation in Spreading Audit Work Through the Year 


The spreading of audit work through the year has been de- 
veloping over a long time and has been accelerated by the 
advent of the computer. In the first two decades of this cen- 
tury the greater part of the work of an audit was done at or 
near the close of the year or in the months immediately fol- 
lowing. This concentration of work was undesirable in many 
ways. It made it almost impossible for the accounting firm to 
maintain a permanent staff on a year-round basis large enough 
to handle the work in the so-called “busy season,” say from 
December to April. Almost every accounting firm was forced 
to employ numbers of “temporary men.” The supply of ade- 
quately trained accountants was not large enough to fill the 
permanent staff positions, let alone supply a large number of 
trained and competent temporary men. The quality of the 
temporary men was not high, and they filled out the year as 
summer hotel clerks, at race tracks, as salesmen of various sorts, 
and in similar jobs. 

Two steps were taken to meet this condition: wherever pos- 
sible, corporations were urged to adopt some fiscal year other 
than the calendar year, and methods were devised to make it 
possible to do as much audit work as possible before the end 
of the year. The advantages to both corporation and account- 
ing firm are obvious. A great deal of audit work can be done 
during the year. Sometimes minor modifications of the client's 
records and methods were necessary to make this possible; in 
almost every such case, the company benefited from the change. 

Inventories tested in September can be brought up to date 
merely through an inspection of perpetual inventory records 
through December 31. The adequacy of bad debt reserves 
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tested, say, in August, can be determined at the end of Decem- 
ber by a survey to make sure that no changes in method have 
been made. Detail testing, where this is done to test the op- 
eration of the system rather than the specific items, and statisti- 
cal sampling can be done as well at periods other than the 
close of the year. 

A large corporation with domestic and foreign subsidiaries 
ordinarily prepares for internal purposes a monthly or quarterly 
set of consolidated financial statements. The examination and 
survey of principles of consolidation, particularly their applica- 
tion to new developments or conditions, can be made just as 
well a few months before the close of the year and brought up 
to date by a survey of subsequent significant changes as by 
making the same examination at the close of the year. 

Any examination of a company’s cost system for the purpose 
of establishing the fairness of the statement of work in progress 
can be made at almost any time provided the continuance of 
the system and methods to the end of the year is established. 
Spreading the audit work throughout the year can be success- 
fully accomplished only by the continuing cooperation of the 
client company. 


Supporting Schedules and Lists in Proper Form 


Among the working papers that can be prepared by the staff 
of the client in preparation for the audit are trial balances, 
classified and analyzed; lists of accounts receivable, classified 
by age, location, or in any other necessary way, with notations 
of disputed items; lists of accounts payable; lists of securities 
owned, with changes since the last audit noted; schedules of 
significant purchases or sales of plant and equipment; inventory 
summaries covering materials, work in progress, and supplies, 
in as much detail as required; and schedules of capital stock 
issued and in treasury and of fixed obligations. 

These papers should, of course, be prepared in consultation 
with the auditor to ensure that the essentials are covered, that 
nothing unnecessary is done, and that the information is pre- 
sented in the form most useful to the auditor. 

There is no objection other than that of poor economy to 
preparation by the staff of the independent auditor of any of 


THE INDEPENDENT AUDIT 91 


these papers if the office staff of the client lacks time or abil- 
ity to do so (pp. 93-98). Working papers having to do with 
testing and verification should be prepared only by the staff 
of the auditor. The client’s staff should not have access to 
them at any time, as this would reduce the moral effect of 
the audit and might suggest opportunities to the unscrupu- 
lous for covering up irregularities. 

Working papers prepared in whole or in part by the staff of 
the independent accountant are, under the case of Ipswich 
Mills vs. Dillon,* clearly the property of the independent ac- 
countant. The question whether papers prepared by the staff 
of the client under the direction of the independent account- 
ant are his property was not raised in this case and has not been 
adjudicated. However, the statement of the court that the ac- 
countants had the right to the ownership of the working papers 
for their protection “if the accuracy of their work was ques- 
tioned” would indicate that all papers prepared under the 
independent accountant’s supervision to support the financial 
statements would have been deemed to be the property of the 
independent accountant. 


Coordination of Internal Audit Work with That 
of Independent Auditor 


Internal auditing, particularly in the larger corporations, has 
not only developed greatly in recent years but, more important, 
has, to a great extent, changed its direction and its objectives 
(pp. 74 and 75). The functions of the internal auditor now in- 
clude, in the well-organized corporation where the internal 
audit staff has the full support of management, review of or- 
ganizational functioning generally as well as actual audit work 
and supervision of internal controls. In many corporations the 
internal auditor is used as a “trouble-shooter,” often in fields a 
little remote from conventional accounting. One reason he can 
be used for this purpose is the preservation of his objectivity, 
which makes possible an independent and unrestricted investi- 
gation of a given situation. 

Certified public accountants took an important and continu- 


4 Ipswich Mills vs. Dillon (200 Mass. 453); see Journal of Accountancy, 
April, 1936. 
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ing part in the development of internal auditing. Many in- 
ternal auditors are certified public accountants and consider 
themselves as much professional men as when they were in 
public practice. 

The public accountant and the internal auditor have, from 
the beginning, worked together harmoniously and effectively. 
They confer together on programs and audit manuals and on 
the division of work between the external and the internal 
auditor. 


Adequate Space and Facilities 


Under modern conditions in an enterprise of substantial size 
there will in all probability be partners, supervisors, or staff 
members of the accounting firm in the client’s office at various 
times throughout the year. From December to the end of April 
they will be working on the audit of published financial state- 
ments, reports to the Securities and Exchange Commission and 
other governmental bodies, and the preparation or examina- 
tion of various tax returns. 

Finishing up the working papers and preparing some of next 
year's papers may be the next order of business. Internal audit 
reports may be examined, and if any special work beyond the 
audit is required, this would be a good time to take it up. In 
June or July, interim audit work on the current year can be 
started, and if properly arranged it can go on for the rest of 
the year. 

All this does not involve any more hours of work than the 
old year-end rush. Instead of a much larger staff at the end 
of the year a smaller staff is employed more steadily, work is 
done under less stress, and disruption of the client’s staff and 
excessive overtime in the accounting firm are avoided. 

In order to audit in this way the staff of the independent 
auditor should be provided with a separate working room or 
rooms, equipped with telephones, filing cabinets, calculating 
machines, and whatever else of equipment and facilities is rea- 
sonably required. When audit work is going on access to the 
files and to the rooms should be limited to the staff of the 
auditor and those who have definite business with them. 

The realization that the provision of these facilities is essen- 
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tial to a proper audit is a recent development in many com- 
panies. The old practice of letting the auditors have the 
directors’ room or the office of a vice-president who is out of 
town to work in is fortunately a thing of the past in most 
corporations. The provision of proper facilities is a real help 
in making an effective and economical audit. 


REPRESENTATIVE AUDIT PROGRAM FOR A MEDIUM-SIZED 
MANUFACTURING ENTERPRISE SHOWING DISTRIBUTION 
OF RESPONSIBILITY FOR AUDIT WORK 


The independent auditor would in every instance make suffi- 
cient tests to satisfy himself that the work allocated to the 
client’s employees was actually performed. 


To be May be 
done by the done by 
independent client 

auditor employees 


General ledger trial balance: 
Checked with general ledger Xx 
Entered on working papers X 


Minutes of directors’ and stockholders’ meet- 
ings: 
Read; notes and extracts made xX 


Cash: 
Cash on hand counted: 
Audit date X 
Interim internal audits xX 
Certificates from depositaries received and 
checked X 


Balances reconciled: 
Audit date X 
Interim internal audits x 
Checks outstanding at end of period verified X 
Deposits per bank proved in total with com- 
pany records 
Cashbook footings tested 
Lists of checks received prepared by treas- 
urer’s office compared with deposits 
General ledger postings tested 
Accounts receivable postings tested 


Axx Ps 
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To be May be 
done by the done by 
independent client 

auditor employees 


Notes receivable: 
Postings of notes receivable book to general 
ledger checked xX 
Postings of notes receivable book to accounts 
receivable tested 
Notes on hand at end of period checked with 
notes receivable book Xx 
Notes out for collection confirmed: 
Confirmations prepared xX 
Confirmations checked and mailed XxX 
Notes under discount confirmed: 
Confirmations prepared xX 
Confirmations checked and mailed 
Adequacy of reserve tested 


~ 


Accounts receivable: 
Customers’ statements checked to trial bal- 
ance 
Selected statements mailed direct to cus- 
tomers Xx 
Differences in statements pointed out by 
customers reconciled 
Postings from sales books tested X 
Postings from credits and returns book 
checked 
Postings from journal checked 
List of accounts receivable at end of period 
classified by age and checked with ac- 
counts receivable ledger 
Total of accounts receivable trial balance 
agreed with control account 
Composition of outstanding balances ex- 
amined for disputed items xX 
Authorization for bad debts written off veri- 
fied 
Authority for credits and discounts checked 
Accounts receivable from officers and em- 
ployees listed X 
Adequacy of reserve tested X 


nw 


mK 


Marketable securities and investments: 
Complete list prepared xX 
Securities on hand counted xX 
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To be May be 
done by the done by 
independent client 

auditor employees 


Securities held for safekeeping verified by 
certificate from depositaries 

Purchases and sales and profits and losses on 
sales of securities checked 

Income from securities checked 


mm 


Inventories: 

Physical inventory observed 

Items observed checked with records 

Differences reconciled 

Certificates as to quantity, quality and con- 
dition received from responsible officials 

Prices checked with market quotations 

Prices checked with latest cost 

Extensions tested 

Footings tested 

Summaries checked 

Inventory tags checked to original inventory 
sheets 

Percentages on process losses examined into 
and tested with similar percentages for 
previous years Xx 

Interim tests of quantities XxX 

Purchase records immediately subsequent to 
period of audit tested to determine that 
liability has been taken up for all goods 
included in inventory OS 


MPM PM PO Pd 


Aw MMM 


Supplies: 
Certificates obtained from responsible of- 
ficials as to quantities, quality and con- 
dition, with particular reference to any 
items which are obsolete or of which 
an excessive quantity was on hand xX 
Totals of supplies ledger proved with con- 
trol accounts 
Interim tests of quantities made 
Prices tested with invoices x 


mx 


Property, plant and equipment: 
Additions for year summarized d 
Appropriations authorizing additions for year 
examined Xx 
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To be May be 
done by the done by 
independent client 

auditor employees 


Authorizations for sale or dismantlement of 
plant and equipment examined and 
compared with credits to property, 
plant and equipment account x 
Plant ledger brought into agreement with 
control account xX 
General examination made into the propriety 
of: 
Capital charges X 
Allocation of payroll to company construc- 
tion Xx 
Allocation of material to company con- 
struction x 
Allocation of overhead to company con- 
struction X 


Reserve for depreciation: 

Calculations tested X 
Rates compared with preceding years X 
Authorization for change in rates seen X 

Charges to reserve for property sold or dis- 
mantled and entries for salvage tested X 

Depreciation used on income tax return 
X 


checked 


Notes payable: 
Notes payable at close of period listed Xx 
Total of notes payable book and general 
ledger control account brought into 


agreement x 
Collateral deposited confirmed Xx 
Schedule of receipts and disbursements on 

account of notes payable prepared Xx 


Interest accrued tested 
Interest paid tested 


rm 


Accounts payable trade: 
Large items listed 
Total compared with open items in voucher 
register 
Total brought into agreement with control 
account 
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To be May be 
done by the done by 
independent client 


auditor employees 
Vouchers tested for: 
Authorization X 
Distribution to proper account XxX 
Clerical accuracy X 
Receiving records where applicable XxX 


Vouchers entered in the voucher register 

and/or payments shown by the cash- 

book subsequent to the date of the 

balance sheet reviewed to ascertain 

whether any of them are applicable to 

the period under review X 
Bills on file, not vouchered or entered, ex- 

amined to ascertain if any of them be- 

long to the period under review XxX 
Voucher record footings tested XxX 
Test examination made of monthly state- 

ments received from creditors having 

large balances X 
Receiving records examined for the last day 

of the period for the purpose of ascer- 

taining that the corresponding liabili- 

ties are included X 


Wages and salaries payable: 

Total of payroll accrued brought into agree- 
ment with ledger accounts 

Total of payrolls checked to ledger account 
for period 

Footings and extensions tested 

Time cards tested for authorization 

Changes of rates tested for authorization 

Distribution to operating and asset accounts 
tested 


ms PX 
mr 


Other accrued liabilities: 
Schedule prepared xX 
Contracts, agreements or similar data ex- 
amined where amount is material x 


Capital stock: 
Amount outstanding verified by certificate 
from registrar and transfer agent Xx 
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To be 
done by the 
independent 

auditor 


General journal: 
Postings and footings checked 
Entries scrutinized, particularly closing en- 
tries affecting fixed assets, investments, 
deferred charges or reserves Xx 


Surplus or retained earnings: 
Schedule prepared showing changes during 
the year 
Schedules prepared showing details of ad- 
justments and extraordinary items 


May be 
done by 
client 
employees 


Xx 


X 


> 


Forensic Accounting 


SELECTING AND USING AN ACCOUNTING WITNESS 


One function of the C.P.A. evolving steadily over the years 
is that of representing his client or his client’s point of view or 
position before various courts and regulatory bodies or in other 
public forums. 

The importance of this type of representation can hardly 
be overestimated. The financial executive is generally the com- 
pany officer most concerned with litigation, representation, or 
negotiation where the issues are accounting or financial. It is 
usually his responsibility, working with the company’s legal 
counsel; to decide, first, whether accounting testimony or repre- 
sentation is necessary, and second, who the witness should be. 

In most situations the client should be represented by a 
partner of the firm that is the company’s regular auditor or 
accounting advisor. In appearances before the Internal Rev- 
enue Service, the Securities and Exchange Commission, agen- 
cies having to do with government contracts, and similar 
agencies, this is the usual procedure. 

Sometimes it may be desirable to support the company’s own 
accounting advisors by a representative of another firm. This 
is more often true in formal litigation before a state or Fed- 
eral court, where it is customary for the accounting and finan- 
cial facts to be presented by the accountants for the company. 
Testimony on the applicability and the propriety of account- 
ing methods or principles-would then be presented by mem- 
bers of another accounting firm. 
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Qualifications 


The representation of a client by an accountant is not an 
everyday occurrence, and usually expert testimony or appear- 
ances on behalf of a client before governmental bodies are so 
far as time is concerned a small part of an accountant’s work. 
When the necessity arises, however, the choice of a repre- 
sentative should be made with the greatest care. Technical 
accounting qualifications and, generally but not invariably, fa- 
miliarity with the industry are necessary, but the accountant’s 
appearance, manner, articulateness, and particularly his ability 
to hold his own under cross-examination are just as essential as 
his professional qualifications. 

Obviously only a man of experience and standing in the 
profession should be chosen as a witness in a case important 
enough to be litigated. The best way to choose a satisfactory 
witness is to consult his professional brethren, either his own 
partners or his friends in the profession. 


The Accounting Witness and Legal Counsel 


A common mistake is to defer the choice of an accounting 
advisor too long. An accountant experienced in litigation can 
often be of great assistance to the attorney in planning strategy 
from the beginning of the litigation, and it is difficult for the 
accountant and attorney, and may be expensive and damaging 
to the client, for the accountant to be brought in just before the 
trial is to begin. He may find that the attorney has misunder- 
stood some vital accounting point which would necessitate a 
complete revision of the attorney’s strategy. It is even worse 
if the accountant is instructed to cover some specific points and 
is left in the dark about the case as a whole. 

Every accountant of any experience or standing knows 
enough about the law to understand what an attorney is try- 
ing to do, and he also knows enough not to interfere or volun- 
teer advice on purely legal matters. 

If the accountant is taken fully into the confidence of attor- 
ney and client he can be of the greatest help and will do noth- 
ing to hinder the working out of the attorney’s basic strategy. 
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FORENSIC ACCOUNTING 101 


Instead he will generally be able to offer some really construc- 
tive suggestions. 


WHAT FORENSIC ACCOUNTING IS 


“Forensic accounting” seems to be the best term to describe 
these activities of the accountant. “Forensic” is already the 
adjective in common use to describe similar activities of physi- 
cians and psychiatrists when giving professional testimony be- 
fore a court. The analogy with the accountant acting as an 
expert or as a witness to facts in the different forums where 
he is qualified to appear is close enough to warrant its use. 

The accountant from the earliest days of the profession has 
performed some of these functions. He has acted as a witness 
in courts of law and, particularly in England, in arbitration 
matters. From the earliest days of the profession in England 
the auditor attended shareholders’ meetings, prepared to an- 
swer questions on the financial statements. 

In this country the growth of these functions follows mostly 
from the increasingly close relationship between government, 
state or Federal, and private business. 


Development of Forensic Accounting 


Perhaps the strongest influences in this direction have been 
the adoption in 1913 of the XVIth Amendment to the United 
States Constitution, providing for a tax on incomes; the passage, 
in 1933 and 1934, of the Securities and Exchange Acts; the 
growth of arbitration encouraged by the work of the American 
Arbitration Association and the passage of state laws recog- 
nizing the validity of arbitration awards; the organization of 
the various state public utility commissions; the expenditures 
during and after the Second World War for military and de- 
fense purposes and the negotiations and disputes arising from 
them which in turn caused the creation of the various boards 
concerned with the settlement of disputes and termination and 
renegotiation of the contracts; and the creation of such Federal 
commissions, as the Federal Trade Commission and the Fed- 
eral Communications Commission. 

All of these bodies require at one time or another the repre- 
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sentation before them of clients subject to their jurisdiction. 
While it is true that the accountant should always work in close 
cooperation with his client’s legal counsel, it is also true that 
he is usually the best witness and advisor on financial or ac- 
counting questions. 

Accountants are also appearing with increasing frequency 
as witnesses before Congressional Committees, usually as rep- 
resentatives of trade or professional associations. At times an 
individual accountant will appear before a committee at the 
request of the chairman or some individual member. In addi- 
tion to his appearing before various governmental bodies as 
the representative of a client, the accountant also frequently 
appears as a witness in civil cases wherein the government is 
not involved and occasionally in criminal proceedings on fraud 
or embezzlement. 


Accountants Are Not Advocates 


Although the bodies before which he may appear are many 
and varied and the subjects on which he may testify cover a 
wide range, the accountant always appears in one of two 
capacities: an impartial expert in accounting or financial mat- 
ters, or an objective and unbiased witness to facts. 

When a doctor testifies to the nature and extent of the in- 
juries received by the plaintiff in a damage suit he is practic- 
ing forensic medicine. He is not appearing as an advocate but 
as an impartial, expert witness anxious to establish facts in order 
that justice may be done. He is appearing before a legally 
constituted tribunal and is retained by one of the parties to the 
case. If he is a competent and honorable practitioner, as most 
doctors are and as all are presumed to be until proved other- 
wise, the source of his fee will not warp his judgment. Natu- 
rally, he would not wish to appear as a witness if he felt his 
testimony would be damaging to those who retained him. He 
would not appear in a case unless he felt his testimony would 
be helpful. But he would frequently suggest that those who 
retained him should moderate or change their claims. 

The difference between acting as an impartial, expert wit- 
ness, or as an interpreter of technical data and accounting prin- 
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ciples, and acting as an advocate is one that should be 
clearly stated and universally recognized. Advocacy implies 
two things: the existence of opposing parties and the right, if 
not the duty, of each advocate to present his side of the case 
as well and persuasively as possible. One looks to an advocate 
for a clear and honest presentation of his contentions but not 
for an impartial survey or estimate of the entire situation. 

The preparation of data for regulatory or other governmental 
agencies and the appearance before such agencies as a witness 
to facts or to accounting principles or their application, is essen- 
tially forensic accounting practice rather than advocacy. Here 
we do not have two contending parties. We have a tribunal, 
the agency before which those subject to its regulation appear. 
There can be no question of adversaries here. The government 
agency would not take the position, indeed would not admit, 
that it was seeking a victory over those appearing before it. 
The only position the agency could possibly take would be such 
as that of an arbitrator anxious to establish facts or to do 
justice or an investigator trying to get a correct picture of a 
given situation. 

This being so, the position of the public accountant is that 
of a witness to facts, an interpreter of principles, or an exponent 
of data too complex or difficult for the unaided comprehension 
of a layman. On some occasions the privately employed ac- 
countant may also take this position. 

There is no place for advocacy here. If the accountant, pub- 
lic or private, distorts or suppresses facts or gives interpreta- 
tions he knows to be wrong he does not thereby become an 
advocate. He merely becomes an unethical and perjured ac- 
countant. He must practice, in his forensic capacity, with a 
full appreciation of his peculiar responsibilities and qualifica- 
tions. If he deviates from this standard he should be subject 
to the severest discipline. 


Duties of the Expert Witness 


The C.P.A. has no duty to act as a witness or in any other 
forensic capacity if he is requested or instructed to color his 
testimony or to suppress vital facts or information. The fact 
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that any testimony he may give would be damaging to the 
party seeking his services is sufficient reason for declining to 
act as an expert witness. 

Everyone, no matter how apparent his guilt may be, is en- 
titled to the benefit of competent legal counsel. But there is 
no such right to be represented by an expert witness. A mate- 
rial witness to a crime may be subpoenaed and detained by the 
court. Under some circumstances witnesses in civil suits may 
be subpoenaed; here, however, the court is interested in facts 
only. No court, however, has the power to subpoena an expert 
witness, unconnected with the case on trial, merely to give his 
expert opinion on an assumed or actual set of facts. 

The accountant as an expert witness has but one duty: to 
give and if necessary defend his professional opinion on a given 
or assumed set of facts, which opinion is based on experience 
and is arrived at after adequate research and study. As a wit- 
ness to facts his duty is to satisfy himself of the facts to which 
he testifies by any proper means available to him and to make 
them clear to the court or any other body before whom he is 
testifying. 


THE ACCOUNTANT AS A GOVERNMENT WITNESS 


Both the government and the accountant are put in a diffi- 
cult position when expert testimony is required in a proceed- 
ing by the government against a corporation or individual. It 
is, in an intensified form, the dilemma of the accountant asked 
to act as an expert witness in a proceeding against another 
accountant or in a case where each side brings accounting testi- 
mony in support of its position. 

This situation can hardly arise where the testimony concerns 
facts only. The duty of an accounting witness asked to con- 
ceal or distort facts is clear: he withdraws. But where one wit- 
ness has access to more and different facts than another, the 
apparently conflicting testimony may be useful in clearing up 
the situation. 

The real problem arises when there is a conflict of opinion. 
If the accountant who is requested to testify agrees with the 
opinion or position of the Justice Department, the Internal 
Revenue Service, or the SEC, for example, he has the same 
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responsibility toward the government agency that he would 
have to any party in any litigation who requested him to testify. 

There is, however, a natural reluctance to appear to be 
against business or to be unduly favorable to government, as 
the accountant’s customary attitude would more likely be to 
support his client’s position against government allegations of 
error or misinterpretation. The accountant could hardly be ex- 
pected to testify against his own client in any circumstances. 

If the adversary of the government is not a client of the ac- 
countant and he is convinced of the soundness of the govern- 
ment’s position, he should have no more hesitancy in testifying 
for the government than he would have in testifying to the 
same accounting principles and practices or to the same busi- 
ness customs or trade practices for a private individual or 
corporation. 

The same limitations hold with government agencies as 
with individuals and corporations: it is the accountant’s deci- 
sion whether he should testify; he must be sure that his testi- 
mony, as a whole, will be helpful; and he must be in general 
agreement with the policy and views of the party for whom 
he is testifying. Although the accountant has no legal duty to 
testify for the government, if these conditions are met he 
should consider very carefully whether he may not have a moral 
duty to do so. If qualified professional accountants consistently 
refuse to testify under such circumstances, the place they 
should occupy may be taken by others less qualified, and in- 
justice and confusion may well result. 


ACCOUNTING TESTIMONY IN ACTUAL CASES 


A few instances of the effect of accounting testimony in 
actual cases should give the financial executive a better idea 
of the practical importance and value of adequate accounting 
testimony and representation. Whenever an accounting wit- 
ness testifies or an accountant represents a client before a gov- 
ernmental body or agency his testimony has either an actual 
monetary effect and value or is directly concerned with the 
operation and continuity of the enterprise. One of the most 
obvious examples is in tax practice. Accounting testimony be- 
fore the Tax Court, the Court of Claims, or other Federal court 
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is frequently the determining factor in the decision. Occa- 
sionally, as in cases of alleged fraud, the accounting testimony 
may serve to clear the client, as happened in one case where 
the method of determining income was clearly not that required 
by the statute and fraud was alleged. The accounting testi- 
mony established that the method employed, though not that 
required by statute, was one that could have been employed 
as the taxpayer contended as the result of an honest mistake. 
Additional tax and interest were assessed, but no fraud penalties 
imposed. 

Practically all personal contact of the accountant with the 
Internal Revenue Service is a type of forensic representation, 
and one of the most important. The financial executive and his 
assistant in charge of tax matters should be in close touch with 
this work from the beginning. 

In the litigation of cases where the government is not a 
party, accounting testimony may be decisive in determining 
such factors as the amount of damages suffered by a breach of 
contract, a loss by fire or otherwise covered by insurance, or a 
claim under a surety bond. 


Interpretation of a Mineral Lease 


In the interpretation of a mineral lease, where the rent was 
a proportion of the profits earned by the lessee from the opera- 
tion of the property, the lessee contended that, although it 
fully intended to pay rent as stipulated in the lease, no profit 
had, in fact, been earned from the operation of the property. 
The matter was the subject of arbitration, before a single arbi- 
trator. 

The accountants for the lessor examined the methods of cost 
allocation and accounting of the lessee and were able to show 
that profits, properly attributable to mining operations, were 
diverted to operations of the lessee alleged to be services ren- 
dered to the mining operations as independent enterprises. 
These so-called service enterprises consisted of an electric 
power plant, a railroad on company property not serving the 
public, docks and wharves, and other facilities used exclusively 
for the mining operations. 

Charges for these service facilities at so-called going or 
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market rates, greatly in excess of cost, were made to the mining 
operations, thus diverting mining profits to these operations and 
reducing or eliminating the mining profits on which the rent 
of the property was calculated. 

The accounting testimony showed that it was the invariable 
practice in the mining industry to charge service facilities 
against mining operations at cost rather than some assumed 
market rate, thereby showing a substantial profit on mining op- 
erations under the lease. 

The lessee presented no accounting testimony in contradic- 
tion to that of the lessor, and the matter was settled out of 
court to the satisfaction of the lessor. 


Diversion of Corporate Assets 


An example illustrating the importance of testimony in a 
litigated matter is a case in which the court ordered an exam- 
ination where two brothers-in-law had organized a business ten 
years prior to litigation, each investing $1,000. A brother of 
one of these two was employed as a bookkeeper and clerk and 
was promised he would receive the same compensation as the 
other two but no stock interest. The company prospered and 
in ten years was earning approximately $750,000 per year in 
addition to the salaries of $70,000 for each of the three indi- 
viduals. 

The brother not a stockholder claimed that he was entitled 
to a one-third stock interest. He was supported in his conten- 
tion by his brother and opposed by the brother-in-law. The 
court appointed auditors to determine the status of the com- 
pany. 

It was found that a number of affiliated companies, primarily 
sales companies, had been formed in which the three indi- 
viduals owned equal shares. After the dispute as to the owner- 
ship of the parent company had begun, a new sales company 
was formed in which the three individuals shared the stock 
ownership. It was further found that the parent company 
owned by the original two investors owned all of the patents 
and formulas that were the basis of this new company’s success. 
Without the knowledge of-the dissident brother-in-law, all of 
the business of the parent company was transferred to the new 
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company which used all the patents, formulas, etc., without 
compensating the original company therefor. As a result, the 
original non-investor of the three was now benefiting by own- 
ing one third of the company that had, in effect, been substi- 
tuted for the parent. Testimony by the accountants in court 
brought forth all of these facts. 


Company vs. Foundation—Administration of an Estate 


Important testimony of the accountant in a litigated matter 
between members of a family resulted in a recovery in ex- 
cess of $4 million. 

The founder and 60 per cent owner of a very prosperous 
business died and left his shares of stock in trust, the income 
on the shares to be paid to his widow during her lifetime, then 
to his three sons and three daughters. Upon her death and 
upon the death of his last surviving child, the corpus was to be 
distributed to the grandchildren or their issue. The widow 
and six children formed the Board of Directors of the company. 
During the widow’s lifetime a charitable foundation was or- 
ganized to which she donated a few shares of stock of the 
company. Subsequent to her death, one of the sons fell into 
disfavor with the other members of the family and was ousted 
as a director and employee of the company. 

Subsequently, when some of the grandchildren had reached 
maturity, they started a suit to determine whether their uncles 
had properly administered the estate to which they were the 
beneficial legatees. 

The accountant’s examination disclosed that the remaining 
40 per cent of the shares of the stock of the company, which 
had been in the hands of employees, had been purchased by 
the charitable foundation. The money for the acquisition was 
supplied by the operating company either through direct loans 
or through the use of their bank credit. As a result, the founda- 
tion owned 45 per cent of the company. Inasmuch as the com- 
pany had a worth of approximately $10 million, the diversion 
of these assets to the foundation deprived the ultimate benefi- 
ciaries of this sum. 

Based upon the disclosure of the accountant, the holding of 
the court was that inasmuch as the funds of the company had 
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been used to acquire these outstanding shares, the acquired 
shares rightfully belonged in the treasury of the company and 
not to the foundation. 


Fraud in Public Construction Work 


A group of contractors had been indicted for conspiracy in 
rigging a bid for public construction work. The contention of 
the defendants was that the profits earned were nominal. The 
accountants took serious exception to the profit computation. 

The examination by the accountants disclosed that each of 
the contractors had submitted sizable invoices every month 
for equipment that was never used on the project but was 
supposedly being held available on standby. By diligent 
analysis the accountants determined that this equipment was 
most frequently being used on other construction jobs. The 
defendants had also claimed an allowance for the cost of their 
overhead. 

The accountants in their testimony disclosed to the court 
that the defendants had formed a separate syndicate which 
was completely self-contained, and at no time were there any 
overhead costs of the defendants applicable under the circum- 
stances. 


Damages Determined in Patent Litigation 


After some years of litigation, the heirs of an inventor were 
declared to be the owners of a patent. The inventor was an 
employee of the company but was not employed in a technical 
capacity; he perfected the invention on his own time and in 
his own premises, thereby defeating any claim of the company 
for shop right. The inventor died while the suit was in progress. 

At this time accountants were called in to determine the 
damages suffered by the heirs of the inventor. The agreement 
between the company and the inventor provided that the com- 
pany was to manufacture under the patent for an indefinite 
but presumably short period, at which time the inventor should 
be compensated for the patent on the basis of its established 
value. “ 

The period during which the company manufactured under 
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the patent was extended to many years by the company’s re- 
fusal to admit the validity of the patent and the ensuing litiga- 
tion. The compensation to the heirs of the inventor was, 
therefore, established on the basis of many years of profitable 
operation. 

The accountants investigated the sales and cost records of 
the company as well as the allocation of various expenses to 
product lines and were able to establish an amount of damages, 
with interest, of approximately $2,500,000. The case was ap- 
pealed to the United States Supreme Court and a decision was 
given for the heirs of the inventor. 


ATTITUDE OF THE ACCOUNTING PROFESSION TOWARD 
GIVING EXPERT TESTIMONY 


While there are few, if any, accountants who would care 
to be known as “professional witnesses,” it is nevertheless true 
that some accountants are more experienced and better quali- 
fied for this work than others. 

In answer to the question, “What are your views on the 
place of the C.P.A. as an expert witness?” the international and 
national firms all replied that they thought the accountant had 
an important place as an expert witness. The smaller firms 
agreed, but some had difficulties with clients and lawyers, and 
some said, with commendable candor, that they did not care 
for “the publicity and brow-beating associated with trials of any 
kind.” 

These answers (see Appendix A, pp. 191-194) give a good 
cross-section and summary of the views of the accounting pro- 
fession. 


6 


A Look at Professional 
Accounting 


CHANGES IN THE PROFESSION 


Why should the financial executive, or any other business- 
man for that matter, need or want to study the development 
of a profession that serves him? He is primarily interested in 
results, not history. But because the needs and pressures of 
business have been a predominant factor in the development 
of the accounting profession, an understanding of the nature 
and results of those changes may well be one of the most power- 
ful weapons the executive has at his command to attack the 
ever-increasing complexity of the problems with which he must 
deal. 

It is a well-recognized fact of business life that the success 
of many executive heads of important corporations is primarily 
based on their ability to use and interpret financial and statisti- 
cal statements, and the number of such men who have risen 
via the accounting route, either as C.P.A.’s or as company ac- 
countants, is growing rapidly. Among many examples are 
presidents of automobile, earthmoving, steel, electrical manu- 
facturing, and copper mining corporations of national and inter- 
national scope, as well as many in smaller enterprises. 


Resources and Objectivity 


It is a practical impossibility for any corporation, no matter 
how well-organized and efficient, to have at its command in 
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one specialty the equivalent of the resources of a well-organized 
accounting firm. It would be most difficult to organize such 
a department in a corporation and, as the demands for such 
services are of a highly fluctuating nature, it would be pro- 
hibitively expensive. 

Another reason why it would be undesirable even if possible 
for a corporation to perform these services for itself is that a 
public accounting firm brings a fresh and objective point of 
view to its work, uninfluenced by any commitments to previous 
methods. and policies. This objectivity is just as important in 
such management services as system work, projections of re- 
sults of new methods or policies, and the various phases of 
budgeting, as it is in the criticism and review of financial state- 
ments for third parties. 

For all these reasons it is imperative particularly for a finan- 
cial executive and to some degree for any other executive to 
understand what to expect and demand from their professional 
accounting advisors, especially in this time of rapid and revolu- 
tionary change. 

Answers of representative firms to the query in the author’s 
questionnaire, “Are your clients fully aware of the various types 
of service you are to render?” indicated that the larger firms 
were almost unanimous in the opinion that many, if not most, 
of their clients were not fully aware of all that the C.P.A. firm 
could do beyond the traditional services. Many tax and audit 
clients do not seem to know that their accounting advisors are 
the best people to go to for help in marketing, cost reduction 
programs, projection of results of new policies or products, or 
any other of the many services that a well-organized manage- 
ment advisory services department can provide. 

The local and regional firms were almost equally divided 
on this question. The reason clients were more aware of what 
the smaller C.P.A. firm could offer seems to be that they are 
in closer and more constant touch with their clients. Repre- 
sentative answers are given on pages 167-169 in Appendix A. 

In answer to the companion question, “If not, are you taking 
steps to remedy this condition?” all but one of the large firms 
answered in the affirmative (pages 169 and 170, Appendix A). 

Among the local and regional firms there seemed to be more 
difficulty in getting clients to realize what could be done for 
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them, although 2 out of 3 were making some efforts in this 
direction. Some of the difficulties are brought out in the repre- 
sentative answers given on pages 169 and 170. 


The Period of Evolution 


As for all revolutions, it is difficult to say exactly when the 
accounting revolution began. There was a long preparatory 
stage in the French Revolution, perhaps fifty years. It did not 
begin on July 14, 1789, with the taking of the Bastille but 
actually many years before in the minds of Diderot, Voltaire, 
and Rousseau. 

In the accounting profession in the United States evolution 
from 1900 on was rapid but still not revolutionary. Methods 
of financial accounting were devised for the control of the 
property and the presentation of the financial statements of 
large enterprises made up of many formerly independent units. 
The development of both the theory and practice of consoli- 
dated accounts was, perhaps, the greatest single contribution to 
accounting theory in the United States in this period. Al- 
though developed largely by accountants of British birth and 
training, the treatment of consolidated accounts was never- 
theless far in advance of British and other European methods 
of the time.’ 

Inventory methods, principally the last-in, first-out (LIFO ) 
method, an outgrowth of the British base stock method, were 
developed that permitted a more exact matching of current 
costs and current sales or income. Many improvements were 
made in the area of internal control. Statistical sampling meth- 
ods were developed and introduced where they were appropri- 
ate, and analytical auditing, particularly in the processing 
industries, supplemented and to some extent replaced the older 
methods of detail voucher auditing. In cost accounting, stand- 
ard costs were the logical development from the earlier job 
costs, carried out by accountants and industrial engineers. 
They became one of the most useful of management tools. 

Other developments were closely associated with the growth 


1 A. Lowes Dickinson, Accounting Practice and Procedure (New York: The 
Ronald Press Company, 1913), Chap. 8. G. R. Webster, “Consolidated Ac- 
counts,” Journal of Accountancy, October, 1919, pp. 258-272. 
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and improvement of mechanical accounting methods and de- 
vices. These perhaps did not develop as fast as the needs of 
business required, but great strides were made. The invention 
of a device for printing credit balances as such on adding 
machine statements made it possible to develop bookkeeping 
machines from what were formerly mere adding devices. The 
invention of a printing device for card-operated machines of 
the Hollerith type, later developed by International Business 
Machines, greatly increased their value. The general use of 
electric motors on adding and calculating machines was another 
step forward. 


Revolution Overtakes Evolution 


Important as these developments were they were still little 
more than extensions of the earliest type of double-entry book- 
keeping and of Blaise Pascal’s seventeenth century calculating 
machines. Accounting statements were limited to records, 
compilations, and analyses of actual transactions. Because of 
the limitations imposed by time, expense, and the number of 
people required to gather the information, they did not even 
give all the information that would have been useful about the 
actual transactions. 

The functions of accounting were not different in principle 
from those of the record keeping of the bankers and merchants 
of the fourteenth and fifteenth centuries, which may be de- 
scribed by record and function as follows: 


Daybook or memorial—Compilation 
Journal—Coordination and Computation 
Ledger—Classification 

Trial balance or statement—Communication 


These five functions are still the basis of accounting no mat- 
ter what mechanical means may be employed, but the revolu- 
tion in accounting came when it became possible to push 
classification and analysis to the desired limits quickly enough 
to be useful and significant and it became a practical possibility 
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to work out as though they were actual transactions as many 
hypothetical situations as might bear on a particular problem. 

Administrators and accountants had dreamed for years of 
some method of getting information soon enough and cheaply 
enough to allow operators to make decisions based on all the 
facts rather than partly on only some of the facts and partly 
on hunch, and to enable control over operations, including 
purchases and inventories, on an even better basis than was 
obtainable with the best mechanical devices and under the 
best standard cost methods then in use. 

How much further these functions may be extended in the 
future we do not know, but that they will be extended is hardly 
open to doubt. 


The Electronic Breakthrough 


The electronic computer, although originally developed for 
scientific and technical purposes, was ideally fitted to meet this 
need, and it can fairly be said that this was the great break- 
through that marked the beginning of the accounting revolu- 
tion. 

About all we can say for certain is that it is a revolution, not 
an evolution, that it is well under way, and that everyone con- 
cerned—administrator, accountant, teacher, and engineer or 
technician—must, while doing everything possible to use what 
now exists, welcome and help in further developments and im- 
provements. 


The Securities and Exchange Commission 


In the dark days of the great depression there was a wide- 
spread feeling, somewhat exaggerated it is true but neverthe- 
less founded on fact, that there were many things about the 
securities markets that should be corrected and that there were 
certain abuses that should be eliminated. This had a bearing 
on corporate financial statements although no serious abuses 
and few important deficiencies were alleged in corporate ac- 
counting as such. Published corporate accounts had already 
been the subject of correspondence between the listing com- 
mittee of the New York Stock Exchange and the then Ameri- 
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can Institute of Accountants.? This correspondence formed, to 
a large extent, the basis for the accounting provisions of the 
Securities and Exchange Acts. 

Although the changes in the accounting methods of corpora- 
tions listed on registered stock exchanges were neither sub- 
stantial nor sweeping, the changes in the responsibilities of 
the auditors and other experts resulted in the imposition of 
heavy liabilities on them if statements were not, in the language 
of the Act, so framed as to be “not misleading.” * These liabil- 
ities to third parties were much more extensive than those indi- 
cated in the case of Ultramares vs. Touche, the leading case on 
third-party liability of accountants up to that time. 

Although the requirements of the Securities and Exchange 
Commission demanded no more of the auditor, so far as actual 
independence and objectivity were concerned, than the best 
standards of the time, there was a considerable amount of 
soul-searching among accounting firms to make sure that they 
were actually conforming to those standards. 

The Securities and Exchange Commission and the account- 
ing profession, particularly as represented by the American 
Institute of Certified Public Accountants, have from the begin- 
ning cooperated fully. Because of this cooperation, the powers 
given to the SEC over accounting methods have seldom been 
exercised, and the influence of the SEC in the evolution of ac- 
counting has been helpful and strengthening to the accounting 
profession. 


Taxation 


The impact of taxation on accounting has been discussed 
earlier in Chapter 3. Here we need only reemphasize that the 
influence of the corporate income tax has been tremendous. 
Because of the complexities in determining taxable income and 
shaping corporate transactions most advantageously, the im- 
portance of the accountant and the services he can render to 


2 “Report of the Special Committee on Cooperation with Stock Exchanges 
of the American Institute of Accountants to the Committee on Stock List of the 
New York Stock Exchange,” dated September 22, 1932, quoted in full in 
George O. May, Financial Accounting (New York: The Macmillan Co., 1943), 
pp. 72 ff. 

3 See Section 11 of the Securities Act of 1933. 
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business management have been greatly increased. The effect 
of the corporate income tax on accounting theory and practice, 
however, has not necessarily been in the direction of advance 
or improvement. 

The purposes of tax and corporate accounting are not the 
same. The collection of the full legal tax due, rather than fair 
presentation or the provision of information for the operation 
of an enterprise, is the object of tax accounting, and while tax 
and corporate accounting must be reconciled, tax methods have 
no necessary validity as accounting practices. 


Education 


The burden imposed on the teacher by the accounting revo- 
lution is particularly heavy. Until the advent of the computer 
the accountant had little need for higher mathematics. Many 
accountants were mathematicians, but it had not much more 
relation to their daily work than if they had been violinists or 
painters, as many of them were. 

From now on higher mathematics, including calculus, the 
mathematics of probabilities, and the ability to construct and 
understand mathematical models, will be a necessary part of 
the preparation of the young man or woman expecting to enter 
professional accountancy. 


Growth of Professional Accountancy 


The revolution so far has been well ordered and compara- 
tively bloodless. As in all revolutions some are leading, some 
are following, and some are holding back. Some perhaps may 
not even realize that a revolution is taking place. 

The survey conducted by the author shows that most firms 
are prepared to render the services called for by the new con- 
ditions stemming primarily from the use of computers. Many 
of the regional and local firms as well as national and interna- 
tional firms are prepared to render these services, and others 
have made arrangements to provide them as the occasion de- 
mands through cooperating accounting firms. Very few re- 
gional and local firms are ignoring this development, although 
some seem a little apprehensive about it. 

The revolution in the methods and machinery of accounting 
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has been accompanied by corresponding changes in the re- 
quired qualifications of the personnel of the profession. Here 
again the process was until recently an evolution rather than a 
revolution. 

A brief review of the history of the profession in this coun- 
try will show why this is true. Before 1900, to use a convenient 
bench mark, professional accountancy in this country was 
largely in the hands of British firms whose principal duties 
were to look after the interests of British and other foreign 
investors in American railroads, breweries, meat-packing estab- 
lishments, and other industries and to examine and report on 
the American operations of British insurance and shipping 
companies. 

While this work remained important for many years, around 
1900 the era of combinations of units of various industries into 
large consolidations began, and the work involved became more 
and more important. American accounting firms began to de- 
velop, although it was not until the time of the First World 
War that the supply of professionally educated American ac- 
countants began to increase substantially and the profession 
ceased to depend on Scotland and England for recruits. 

It was also in this period that the foundations of the organ- 
ized profession were laid. State and national societies were 
organized, C.P.A. laws were passed, and an International Ac- 
counting Congress was held in St. Louis in 1904. 


THE PIONEER PRACTITIONERS. To understand how the ac- 
counting profession has evolved and developed, a backward 
look to those formative years is necessary. It was a profession 
small in numbers, made up of men dedicated to making this 
new profession respected and useful who had a keen apprecia- 
tion of the fact that they were taking the old routine, the 
ancient technique of the double-entry, and developing it into 
something that would protect the public, guide and stabilize 
business, and take a vital part in the expansion of enterprise 
that they saw was inevitable. 

The founders of many present-day accounting firms were 
among these men. They were individualists and practical ide- 
alists, besides being forceful and colorful characters. Even in 
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the days before the Sixteenth Amendment and income tax work 
swelled the ranks of the profession, they were navigating the 
then uncharted seas of accounting theory, business manage- 
ment, and corporate finance. Their task was not to choose 
between accepted methods nor to determine whether a given 
practice was generally adopted. More often than not they had 
to create or devise their own methods. 

What could be learned in a school or college was essential, 
but limited. In those days many leaders of the profession be- 
gan their careers after graduating from high school by taking 
such positions as they could get, occasionally as junior account- 
ants, and studying as much accountancy as was offered at one 
of the universities in evening classes. Up to the time of the 
First World War, it was quite possible to get all the theoretical 
and academic training available and to qualify for the certified 
public accountant examinations after three to five years of 
evening study. The examinations for the C.P.A. degree cov- 
ered, at that time, what now seems to be the simple and rather 
limited essentials of the technical and theoretical requirements 
for the practice of the profession. 


EMERGING REQUIREMENTS. It was not until January 1939 
that New York required a college or university degree and 
certain minimum accounting and other courses as a prerequi- 
site for taking the C.P.A. examination. Most states required 
evidence of graduation from a high school, and some, but far 
from all, required a certain number of years of employment 
with a C.P.A. or C.P.A. firm before a candidate could be certi- 
fied. Before 1916 every state set its own examination, and 
these varied widely in scope, difficulty, and standards of mark- 
ing between the different states. 

In 1916 the American Institute of Accountants was organ- 
ized and set its own examinations for admission to the Insti- 
tute. These examinations could also be used by the states. 
The first states to do so were California, Colorado, Florida, 
Michigan, Missouri, Nebraska, New Hampshire, and New Jer- 
sey, but it was not until 1955 that the examinations of the 
American Institute of Certified Public Accountants were used 
by all states including the then territories of Alaska and Hawaii. 
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What is significant in this historical background is that it 
illustrates, first, the lag between ever-increasing business and 
professional requirements and education, and second, the lag 
between education and the professional examinations. 

Any general professional examination is a test only of mini- 
mum requirements at an early stage of the candidate’s profes- 
sional career. The examination should be difficult enough to 
exclude the basically unfitted or incompetent, but not so de- 
manding or particularized as to keep out candidates who may 
eventually become competent members of the profession. It 
should not, and probably cannot, test the candidate’s ability 
in specialized fields but can only assure the public that the 
candidate has a certain basic education and ability that will 
probably allow him to develop into a valuable member of the 
profession at some later time. 

The accounting revolution has made the gaps between prac- 
tice and education and between education and the C.P.A. ex- 
amination even wider. The financial executive or businessman 
seeking professional service or trying to evaluate its quality, 
particularly in specialized fields, has a most difficult problem. 
If he needs advice on a complex situation, he has very little to 
go on that is positive and definite, but must rely on the account- 
ant’s general reputation. Few types of work encountered in 
the accountant’s experience can be discussed in detail with 
third parties. The accountant cannot tell one client the full, 
or even the significant, details of what he has done for another 
in giving advice on the full effect of a proposed combination or 
merger, the tax consequences of a many-sided and complex 
group of transactions or course of action, or the probable results 
of several different approaches to a cost, operating, or sales 
program (simulated problem solving in operations research), 
The prospective client has little more to rely on than general 
statements about the accountant’s experience and ability. 

If the businessman’s accounting advisor is not a C.P.A. it is 
probable that he will not receive the services he needs. But 
that is only a negative precaution. He must, to a large extent, 
take the accountant’s word for what he is qualified to do. Rec- 
ommendations have some value, but one client will seldom tell 
another the details of the work that has been done. Recom- 
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mendations are usually confined to something like “Sharp and 
Keene are a very good firm.” “They saved us a lot of money.” 
“They got us out of a lot of trouble.” or “They helped us get 
that stock issue through.” 


SPECIALIZATON. Whether the firm be large or small, the 
prospective client should know whether the services he needs 
are available. It may generally be assumed that, taking into 
consideration size and geographical distribution, any reputable 
firm or individual practitioner can perform an audit leading 
to a certified statement and can prepare a correct tax return. 

Many small firms or individuals have special qualifications 
in particular fields or industries. Some have, for example, con- 
siderable experience in bankruptcy, others in government con- 
tracts or the purchase and sale of businesses. The small firm 
or individual frequently has an intimate knowledge of particu- 
lar industries: the garment trade in New York City, ranch- 
ing in Montana, real estate, or club and hotel operation. 

In general the smaller client is well served by the small firm. 
He will be assured of the personal services of the partner he 
knows, and he will have some assurance that the men on the 
job will be familiar with his industry. The larger firm will 
have partners and staff familiar with the problems of the smaller 
enterprise, and the small client of the large firm should not fear 
that he will get “lost in the shuffle.” 

The large national or international corporation will, of 
course, require the services that only a national or international 
firm can provide. Work for foreign offices or subsidiaries, the 
application of the new techniques dependent on electronic data 
processing, special tax representation, and work on mergers— 
actual or prospective—are only a few of the things a prospective 
client might require. Without making full and careful inquiry 
he will still not know the answers to questions that may be 
vital to him. 

It is hoped that in this book the financial executive or busi- 
nessman, large or small, can find both the type of questions he 
should ask of an accounting firm to help him decide whether 
he can get the services he needs and the means to evaluate the 
answers after he gets them. 
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PUBLIC RELATIONS AND ETHICAL PUBLICITY 


The Financial Executive and Accountants’ 
Professional Ethics 


At first sight it might appear that the professional ethics of 
the practice of accountancy is an internal matter for the pro- 
fession and of little interest to the financial executive or man- 
agement of a client company. In some respects this is quite 
obviously untrue. The client is clearly interested in the ethi- 
cal rules requiring that information concerning the client should 
be given to third parties only with the client’s permission or 
under subpoena. The observance of the rules regarding inde- 
pendence always affects the client directly. 

There are other rules, however, where the interest of the 
client is not so clearly evident, principally those having to do 
with advertising and solicitation, competitive bidding, and the 
sharing of fees or paying of commissions to non-accountants for 
obtaining accounting engagements. The client does have a 
definite interest in the observance of these rules by the account- 
ant. If accountants were permitted to advertise, if they sub- 
mitted competitive bids for accounting engagements, if they 
paid commissions to those who brought them work, the stand- 
ards of professional work and particularly of independence and 
objectivity would immediately suffer. 

The accountant renders a service of an intangible nature. 
He must be the judge of the sufficiency and adequacy of his 
own work. If he were under constant pressure through com- 
petitive bids to reduce his fees, the tendency would be to 
reduce both the quantity and quality of work done. The usual 
safeguard for the maintenance of quality in commercial op- 
erations, that is, the possibility of an appraisal of the quality 
of the work by the purchaser, would be absent, and the result- 
ing decline in professional standards would be damaging both 
to the business community and to the accounting profession. 

This is demonstrated by the fact that, in the early part of 
this century, the accounting profession went through a period 
wherein some firms pursued highly unethical methods of ob- 
taining business. The resulting conditions became so bad that 
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the accounting firms that were determined to maintain high 
standards, fortunately in the majority, were forced to take 
decisive steps to prevent such practices as advertising, com- 
petitive bidding, and the payment of commissions to non- 
accountants. 

As a part of this development, provisions were inserted in 
the various state C.P.A. laws prohibiting the practice of ac- 
counting by corporations, principally because of the difficulty 
of exercising proper ethical control over a corporation wherein 
the stockholders and directors might not be professional ac- 
countants. For all these reasons, it is definitely in the interest 
of the client and the business community that proper and rea- 
sonable ethical rules should be followed by the accounting 
profession. 

This does not mean that accountants should live some sort 
of cloistered life, nor does it mean that they should not give 
proper information to prospective clients on the approximate 
cost of work that might be done for them. It is important for 
the financial executive to understand this position, and it is 
for this reason that a description of ethical publicity and proper 
dissemination of information about accounting work and fees 
is presented here. 


Ethical Publicity and the C.P.A. 


Codes of ethics are something like the Ten Commandments, 
negative and prohibitory. All but two of the commandments 
are “shalt nots.” A C.P.A. may not advertise his capabilities 
or attainments. He may not solicit engagements. In many 
states he may not respond to invitations to submit competitive 
bids on proposed audit or accounting work. He may not pay 
commissions to anyone who may bring him work. There is, 
however, some doubt as to whether some of these provisions 
can be enforced (see Chapter 7, pp. 155 and 156). 

Do these prohibitions mean that the C.P.A. should sit, 
hermit-like, in his office and do nothing but wait and listen for 
a client to rap insistently on his door? A firm or individual 
that adopts such a policy may continue to exist for a time, but 
there will be little or ne expansion or development, and dry 
rot will eventually set in. 


124 THE NEW ACCOUNTING 


There are many legitimate and effective ways for account- 
ants to enlarge their acquaintance and bring themselves to the 
attention of their fellow citizens as intelligent and public- 
spirited professional men much like those a lawyer or doctor 
might use. This applies with equal force to the individual 
practitioner and the members of local and regional firms and 
to the partners and employees of the largest firms. 


REACHING THE Pusiic. In many ways the greatest problem 
of the C.P.A., apart from the purely technical aspects of his 
work, is communication, but the methods and means of com- 
munication are, properly and definitely, limited by the ethical 
rules under which an accountant must live. This, however, 
should not prevent an accountant from reaching a large num- 
ber of people and impressing them with the idea that account- 
ants are capable, public-spirited, and reliable professional men. 

At the local level, especially in smaller communities, mem- 
bership and work in Masonic lodges, service clubs, churches, 
chambers of commerce, charities, country clubs, and social 
clubs, particularly any work the accountant does for the organ- 
ization that has to do with its financial affairs, is a proper and 
effective way of becoming known to the community. 

Another group of organizations, not composed entirely of 
professional accountants but accounting-oriented, including 
such as those of creditmen, bankers, financial executives, and 
particularly the National Association of Accountants and the 
Institute of Internal Auditors, provides forums for the discus- 
sion of questions affecting the business community and the 
accountant. 

The program chairmen of these groups are always looking 
for qualified speakers on accounting, taxation, factory costs, 
business organization, and kindred subjects. The young ac- 
countant may participate in discussion groups and so get better 
known. Most of these groups welcome well-written articles 
on subjects of current interest. All of this takes time and effort, 
but it is one of the most effective methods of gaining recog- 
nition. 

Another group of organizations is that of the professional 
C.P.A. societies themselves. It is assumed that every C.P.A. 
who wishes to rise in his profession will be a member of the 
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American Institute of Certified Public Accountants and of the 
societies of the states in which he is certified. 

Here again the supply of capable writers and speakers is 
seldom equal to the demand. It has sometimes been said that 
work in the national or state accounting organizations is little 
more than accountants’ talking to themselves. The best refu- 
tation of this is an analysis of the circulation of the Journal of 
Accountancy, the official organ of the American Institute of 
Certified Public Accountants. 

For the month of May, 1966, the circulation was divided 
among these groups: 


Public accountants, practically all members of the A.I.C.P.A. 53,766 


Financial and other executives 18,798 
Corporate accountants and internal auditors 15,385 
Educational institutions and educators 4,291 
Accounting students 6,976 
Federal and state employees 5,096 
Miscellaneous 7,788 

112,100 


The Journal of Accountancy, the Accounting Review, the 
organ of the American Accounting Association, which is com- 
posed primarily of educators in the accounting field, and the 
publications of the National Association of Accountants pro- 
vide forums for discussion reaching a far wider audience than 
the accounting profession alone. 


Views of the Profession 


The twenty-first question in the author’s questionnaire ad- 
dressed to the cooperating accounting firms (Appendix A) was, 
“What are your views on ethical public relations: (a) for the 
C.P.A. firm or practitioner and (b) for professional organiza- 
tions?” 

The answers to this question were more voluminous than 
to any other. This seems to indicate that it is a question of 
great concern to the profession. Among the national firms 
there appears to be some doubt about the nature and limits of 
ethical publicity, but very little about its desirability if prop- 
erly organized and controtled. 

The regional firms are in general agreement with the need 
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for ethical professional publicity but are less certain about the 
means to be employed and the extent of coverage. 

The propriety and desirability of the accountant’s taking 
part in community affairs is stressed in several answers. 

There is some difference of opinion on the employment by 
accounting firms of professional public relations advisors, al- 
though the general view seems to be guardedly favorable. 

One answer, by a partner of a regional firm who has taken 
a prominent part in the affairs of the American Institute of 
Certified Public Accountants, including service on the Com- 
mittee on Professional Ethics, is especially noteworthy. He 
expresses the views of a member of a small firm who is fully 
aware of the national situation and at the same time is able 
to relate this to practice in a small town. His views on the 
nature and necessity of participation in community and civic 
affairs and on professional development are highly constructive 
(see pp. 188-190). 


ye 


Selecting the Proper 
CP.A. Firm 


CHARACTERISTICS OF ACCOUNTING PRACTICE 


For the financial executive to be able to choose the best 
firm for the task in hand or to decide whether he should rely 
on any particular firm he should know somewhat more about 
the profession than is available from present published sources. 

The accounting profession, as represented by certified pub- 
lic accountants, is in some respects united and homogeneous. 
The C.P.A. examination is uniform in all fifty states. There is 
but one national organization, The American Institute of Certi- 
fied Public Accountants. There is but one C.P.A. society in 
any given state. The ethical codes of the A.I.C.P.A. and the 
state societies are substantially the same and are binding on 
all C.P.A.’s. All C.P.A.’s giving an opinion on financial state- 
ments must satisfy themselves that they are prepared in ac- 
cordance with generally accepted accounting principles or 
point out where they do not conform. 

About here the resemblances stop and the differences begin. 
The uniform examination ensures a minimum of technical com- 
petence, but for reasons explained in Chapter 6 it can do no 
more than this. 

Whether a particular firm or individual has kept up with 
recent professional developments and is equipped to give the 
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services reasonably required by a client can be determined 
only by individual inquiries. To aid the financial executive in 
his choice of an individual practitioner or firm, an informal 
classification based largely on experience and acquaintance in 
the profession is given here as a guide. 


Individual Practitioners 


There are many C.P.A.’s who practice as individuals, en- 
tirely alone, or with but an assistant or two. Sometimes, par- 
ticularly in small communities, they look after the affairs of the 
local businessmen and often build up highly satisfactory prac- 
tices. 

Other individuals, generally in the larger cities, are spe- 
cialists or experts in particular fields. Many specialize in state 
or Federal taxation. Since the decision in the Bercu case in 
New York several accountants, qualified both in law and ac- 
countancy, have continued in their tax practice but have done 
so as lawyers rather than accountants, while other tax special- 
ists have qualified themselves as members of the Bar.! 

The Bercu case, however, applies only to the State of New 
York. In most other states accountants are free to give any type 
of tax advice and the combined practice of law and accounting 
may be carried on by practitioners who are both C.P.A.’s and 
qualified to practice as lawyers. 

The American Institute of Certified Public Accountants and 
the various Bar Associations look with disfavor on this sort of 
dual practice.” However, there are many reputable practi- 
tioners of this type. They have combined in a society, The 
American Association of Attorney—Certified Public Account- 


1 New York County Lawyers Ass’n. vs. Bercu—273 App. Div. 524 (1948) 
78 N.Y.S. 2nd 209 (1948) aff'd memo 299 N.Y. 728, 87 N.E. 2nd 451 (1949). 
See also Agran vs. Shapiro 127 Cal. App. 2nd 807 273 P. 2nd 619 (Super. Ct. 
1954). In each case the accountant, not qualified as a lawyer, was denied com- 
pensation for giving an opinion on a tax question, on the ground that it consti- 
tuted the illegal practice of law. It was, however, made clear that an accountant 
could prepare a tax return for a client and represent the client in subsequent 
discussions with the Internal Revenue Service. As a practical matter these 
decisions had little effect on the tax practice of most accountants. 

2 W. D. Sprague and Arthur J. Levy, “Accounting and Law: Is Dual Practice 
in the Public Interest?” Journal of Accountancy, December 1966, p. 45. 


SELECTING THE PROPER C.P.A. FIRM 129 


ants, the president of which has written a description of this 
type of practice.’ 

Other accountants have specialized in consolidations, merg- 
ers, joint ventures, and similar transactions where broad 
experience and judgment as well as technical knowledge are 
essential, but where a large staff is not necessary. Still others 
have become real estate specialists, working on the intricate 
problems of finance and taxation involved in large real estate 
transactions. 

There are many similar fields where the individual prac- 
titioner can render most valuable service. It is not unusual for 
such a man to be called into consultation on a particular prob- 
lem by the regular auditors. Such men are generally well 
known in their particular field, and inquiries of the executives 
of companies operating in the field or of banks will usually 
enable the prospective client to get in touch with them. 

Except where small local businesses are concerned, the posi- 
tion of the individual practitioner attempting to render all 
necessary accounting services to his clients is becoming increas- 
ingly difficult because of the ever-growing scope of professional 
accounting work, as indicated in Chapter 1. Even in a firm 
with only a few partners it is recognized that no one partner 
can cover everything. This is true whether the firm is formally 
departmentalized or not. 


Local Firms 


Local firms are those that practice in one city or neighbor- 
hood, usually from one office. They vary in size but seldom 
have a large staff. An organization of fifty people would be 
unusual; generally, they are much smaller. These firms usually 
have a large part of their practice in one industry, and some at 
least of their partners are well acquainted and familiar with 
the operating and economic aspects of the industry as well as 
its accounting and financial problems. 

Good examples of such firms are those in New York City 


3 Louis Goldberg, “Dual Practice of Law and Accountancy: A Lawyer's 
Paradox,” Duke Law Journal, Vel. 1966, No. 1. 
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that have as clients members of the fur and garment industry. 
Although the problems are in principle no different from those 
of any other business, there are certain conditions that a new- 
comer to the industry would find it difficult to deal with, 
lacking specific experience. Among these are inventories, par- 
ticularly where questions of style obsolescence are involved. 
Statements, not necessarily complete, are sometimes required 
monthly or quarterly by banks, as this industry relies heavily 
on bank credit. The relations between banks and accountants 
are close, and the standing of the accountant with the banks 
serving the industry is of great importance to the client. There 
are certain statements and statistical reports required by union 
agreements that the accountant must prepare and certify. The 
accountant works in close cooperation with his client. 

All this is in addition to the usual tax and audit work. The 
criterion by which to judge such a firm is its skill and standing 
rather than size. 

In the Southwest a similar situation prevails with smaller 
operators of and investors in petroleum properties. There the 
tax features are probably the most important, and a local firm 
specializing in the field can render most valuable service, re- 
gardless of its size. A knowledge not only of the taxing statutes 
and regulations but also of actual local practice and conditions 
is essential. Furthermore, continuous preoccupation with sim- 
ilar problems makes for speed, certainty, and economy in their 
solution. 

A local firm in a Western city has developed a highly suc- 
cessful and remunerative practice taking care of the tax and 
financial affairs of doctors, dentists, and similar types of pro- 
fessional men. 

These are only a few examples of what local firms can do. 
They are generally expert in the industries of their city or neigh- 
borhood and can be relied on to serve local individuals and local 
industries well. 


Regional Firms 


These are firms with offices covering one region of the coun- 
try, the Southeast, the Southwest, California, the Northwest 
or Midwest. In general the regional firm is found in sections 
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not dominated by one or two large cities, but there are many 
exceptions to this. 

The typical regional firm will have several offices in the 
important centers of the region, particularly in the towns and 
cities where the dominant industry includes a large number 
of the firm’s clients. It will frequently have an office in a large 
city where some of its clients have selling, purchasing, or finan- 
cial connections. 

For example, a regional firm in the Southeast might have 
offices in North and South Carolina, Georgia, and Virginia. 
Its clientele might be largely in the textile industry. Such a 
firm would probably have an office in New York as some of 
its clients, particularly those publicly owned, would have many 
financial, selling, and purchasing connections in New York that 
could be better served by a branch office of the regional firm 
than by a correspondent. 

A firm in the Southwest might have as clients a number of 
agricultural cooperatives and Rural Electrification Authorities. 
It might also take care of the tax and financial affairs of a num- 
ber of ranchers, cotton growers, and citrus fruit enterprises. 
Such a firm, in addition to its regional offices, might well have 
a Washington, D.C., office or a correspondent there with whom 
it would work closely. 

It is almost always possible to find, skilled in the principal 
industries of the region, a regional firm that has the respect of 
the various state and Federal authorities with which it has to 
deal. 

Some of the regional firms are organized departmentally on 
the general pattern of the national firms, and others are not. 
Any progressive regional firm, however, should be able to per- 
form or arrange for the performance of practically any account- 
ing service, and the financial executive should not assume that 
because a firm is not departmentalized it is not equipped to 
render the services its clients need. 

The answers of representative regional firms concerning 
their organization and abilities (see Appendix A, pp. 172 and 
173) may be taken as a guide to the inquiries the financial ex- 
ecutive should make when deciding, first, whether he will be 
best served by a regional-firm, and second, which particular 
firm will best serve him. 
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National and International Firms 


When national and international firms are discussed those 
that first come to mind are what are frequently called the “big 
eight.” These firms have offices in every large city and many 
of the smaller cities in the United States and offices, associated 
firms, or correspondents in practically every part of the free 
world. There is another group of national firms somewhat 
smaller than the big eight but with offices covering the United 
States and generally with foreign associates or correspondents. 

Most national and international firms disclaim any type of 
specialization but state that they are prepared to undertake 
any engagement within the accounting field. The general or- 
ganization of these firms is much the same for all. They have 
departments for audit and investigations, taxation, SEC work, 
and management advisory services. Some have departments 
for regulated utilities. 

Some of the second group of national firms are specialists 
in particular industries—for example, in hotels, clubs, and mo- 
tels; in furniture manufacturing; or in retailing and department 
stores. 

These firms, as well as the international firms, are sometimes 
able to prepare statistics for the entire industry that are not 
only valuable to the members of the industry but give the 
auditors a standard or scale against which to measure the per- 
formance of individual enterprises. 

Although there are many types of service that a national 
firm or a regional firm can perform equally well and (in many 
situations ) there may be good reasons why a local or regional 
enterprise might prefer a regional firm, there are certain cir- 
cumstances in which the necessary services can be obtained 
only by utilizing the resources of a national or international 
firm. 

Every national or international firm has numbers of smaller 
enterprises among its clients who receive the full benefit of its 
diversified capabilities. To a considerable extent the growth of 
the large firm is aided by the growth of its smaller clients. 

The growth and development of the international account- 
ing firm has gone forward step by step with the growth of the 
large industrial and financial corporation. The foundation of 
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the practices of what later became the international firms was 
in the basic industries that were formed into large enterprises 
in the early part of this century. Among these industries were 
iron and steel, railroads, meat packing, and breweries. The ac- 
counting firms grew to meet the demands of their early clients. 

When new industries began to develop on a country-wide 
and sometimes a world-wide scale the executives, the financiers, 
and the bankers looked to the accounting firms with a number 
of offices in this country and with foreign connections, either 
as parents of the American firms or as their correspondents or 
associates, to give them the services they needed. At that time 
foreign investment in American business was still heavy, and 
it was a distinct advantage to have auditors known and re- 
spected in Great Britain and the rest of Europe. The financial 
executives of the developing and emerging industries, where 
these were national or international in character, could be 
satisfactorily served only by an accounting firm of the same 
scope. 

These firms made a great and generally successful effort to 
keep up with or perhaps anticipate the demands made on them 
by the public utility, the petroleum, the electrical manufactur- 
ing, the agricultural implement, the automobile, and the chemi- 
cal industries, to name only a few. 

In the present time of revolutionary technical changes; in- 
creased investment abroad; intensive development of home 
markets; increased involvement with government as regulator, 
tax-gatherer, and customer; and increasingly severe foreign 
competition the financial executive of a national or interna- 
tional enterprise must look to the same type of firm for his ac- 
counting advice and service. 


Group Practice 


A comparatively recent development brought about by the 
requirements for local or regional firms to extend their prac- 
tices both in added services and in their geographical coverage 
is what is known as “group practice.” 

Something of this sort was attempted some thirty or more 
years ago, when a number of local and regional firms, keeping 
their own identity, also became members of an overriding na- 
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tional firm in whose name audits could be made and by whom 
financial statements could be certified. In spite of the obvious 
advantages of combining the forces of local and regional firms, 
the administrative difficulties of attempting to practice in effect 
as a local office of a national firm and at the same time as an 
independent regional or local firm proved insurmountable. 

There were other reasons for the abandonment of this form 
of group practice, but it seems clear that the attempt of a num- 
ber of actually independent firms to gain the advantages and 
prestige of a national firm without at the same time adopting 
the appropriate organization and control was the real reason 
for the dissolution of the overriding firm. 

Nevertheless, the idea of group practice is an interesting 
and challenging one. While it has not yet reached its full de- 
velopment (the oldest group now operating was organized as 
recently as 1957), it may provide solutions to some problems 
of the profession that will be of benefit to the small and 
medium-sized firm and particularly to their clients.* 

Group practice, as at present carried on, seems to have 
avoided the difficulties inherent in the overriding firm concept. 
At the same time, the actual control of standards within the 
group and the effective utilization of the skills and capabilities 
of the member firms have been achieved through a rational 
and flexible type of organization. 

Many of the advantages of a large firm have been realized 
by the group. Recruiting of staff has been done on a group 
basis. The small firm has always been at some disadvantage in 
recruiting, and the presentation of the larger opportunities in 
group practice has undoubtedly influenced recent graduates 
in their employment decisions. The group maintains a central 
administrative office with a full-time executive director and 
staff and is further assisted by distinguished accounting author- 
ities who act as consultants in the preparation of practice man- 
uals and in similar matters. 

The group holds meetings and seminars at which various 


4A more detailed account of the operation and aims of group practice may 
be found in I. H. Krekstein, “How Local Firms Can Help Each Other,” Journal 
of Accountancy, August 1962. The author is a partner in a firm that is a 
member of such a group. 
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matters of professional interest are discussed, including Federal 
taxes, staff recruitment and training, management advisory 
services, and computers, as well as basic accounting policies 
and principles. Statements of group policy are issued for the 
guidance of group members, and a newsletter for the informa- 
tion of members is issued monthly. 

A comprehensive catalog or index of the skills and capabil- 
ities not only of the member firms but of the individual partners 
is maintained. This is a means of pooling the resources of the 
member firms. The result is somewhat the same as that ob- 
tained when different offices of a large firm are able to assist 
one another in work requiring special qualifications or the use 
of special staff. 

The method of organization, described by one group as “an 
unincorporated association, is flexible but not loose. Firms 
desiring to join the group must submit to a complete and thor- 
ough examination and are admitted by unanimous vote only. 
A program of inspection of member firms to ensure that high 
and uniform standards are maintained is also in effect. 

Membership of United States firms is limited to those whose 
partners are members of the American Institute of Certified 
Public Accountants and their appropriate state societies. Other 
provisions require qualifications of foreign member firms to 
be substantially equal to those of United States firms. A firm 
may be expelled from membership by a majority vote of the 
member firms with no specific reason given. 

The group works in close cooperation with the American 
Institute of Certified Public Accountants and the state soci- 
eties. Partners of member firms are active in the national and 
local accounting organizations, acting as officers, council mem- 
bers, and committee chairmen of the A.I.C.P.A., and as well 
fill similar positions in their state societies. The group is in 
no way competitive with these organizations. 

The problem of a client’s “outgrowing” the accountant who 
served him when he was small and struggling may be solved 
by pointing out that the client has at his command the capa- 
bilities of the entire group, without, at the same time, losing 
the personal touch of the accounting firm he has long been 
accustomed to. se 
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WHAT THE CLIENT SHOULD EXPECT FROM THE C.P.A. FIRM 


The client is entitled to expect from the accounting firm 
chosen to do his work three things: integrity, competence, and 
objectivity. 


Integrity 


Integrity is the first requisite. Without complete integrity 
the most brilliant abilities and skills are not only worthless but 
may even be dangerous. Integrity does not consist in never 
making a mistake or in never being deceived. Although there 
may be some opinion to the contrary, accountants are only 
human. Integrity does consist in never consciously acting im- 
properly, unfairly, or dishonestly and in refusing knowingly to 
yield to improper pressures or influence. 


Cases Acarnst AccounTANTs. Many accountants have 
been accused of various types of negligence and wrongdoing, 
and some cases have been decided against the accountant and 
some have been settled out of court. Can a client or prospec- 
tive client rely on the integrity of the accountant against whom 
a decision has been given or who has made an out-of-court 
settlement? 

Cases against accountants fall into three classes: first, where 
error, inadvertence, or negligence has caused or permitted loss 
to third parties; second, where failure to detect fraud, embez- 
zlement, or other irregularities results in loss primarily to the 
client and secondarily to a bonding company or other guar- 
antor; and third, where the accountant himself is accused of 
intentional unethical acts, misconduct, or even criminal acts. 


Negligence Cases. Deplorable as the results of the first two 
types of cases may be, no moral stigma attaches to the account- 
ant for what may be termed sins of omission, in which no one 
can doubt the accountant intended to do an adequate job and 
wanted to present complete and correct statements as the re- 
sult of his work. His professional reputation might suffer and 
his competence might be questioned but he could not fairly 
be held to have committed any act involving moral turpitude 
so long as it was a misfortune, unintended and inadvertent, and 
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the accountant stood to gain nothing from the failure to dis- 
cover or disclose the errors and inadvertencies. 


Third-Party Liability. In one of the first important cases 
involving accountants’ liability to third parties, Ultramares 
Corp. vs. Touche, et al., it was held that there could be some- 
thing like fraud, but not quite fraud, where negligence was 
involved: ° “The defendants owed to their employer a duty 
to make their certificate without fraud, and a duty growing out 
of the contract to make it with the care and caution proper to 
their calling. Fraud includes the pretense of knowledge when 
knowledge there is none. To creditors and investors to whom 
the employer exhibited the certificate, the defendants owed a 
like duty to make it without fraud, since there was notice in 
the circumstances of its making that the employer did not 
intend to keep it to himself.” 

This is a fine distinction and actually was made to limit the 
accountant’s liability, but it is still true that what is under 
consideration is the result of inadvertence or misfortune, and 
whereas it certainly has some bearing on a firm’s competence 
and professional reputation, it has none on the firm’s moral 
integrity. 

These exposures to liability are inherent in the practice of 
accounting. No matter how carefully an accounting staff is 
trained and selected, there can hardly fail to be at some time a 
staff member employed who is not fully competent, or a staff 
member ordinarily competent who may be suffering in health 
or under some other strain that may cause him to make errors 
of omission or commission he would not otherwise have made. 
The firm is responsible for the errors of the staff and, to a con- 
siderable extent, every representative of the firm holds its repu- 
tation in his hands. 


Internal Frauds, Defalcations, and Embezzlements. Cases 
where the accountant is held liable for failure to discover inter- 
nal frauds or irregularities do not usually attract the attention 
that cases involving third-party liability do. The amounts in- 
volved are generally smaller, and in almost all such cases the 
question of contributory negligence on the part of the client 


5 Ultramares Corp. vs. Touclie, et al., 229 App. Div. 581, 243 N.Y. Supp. 
179 (1st Dept. 1930) reversed in 255 N.Y. 170, 174 N.E. 441 (1931). 
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is raised. The financial executive and the accountant should 
have a clear understanding of the responsibility of the inde- 
pendent auditor for the detection of fraud and particularly of 
the extent to which the independent auditor may rely on the 
work of the internal auditors and on the effectiveness of the 
system of internal control. 


UNHEEDED Warnincs. A series of warnings, disregarded by 
the management of the client, is either a defense against a 
charge of negligence or, if conditions become so bad that the 
company’s financial position is affected, a reason for a refusal 
to give an opinion. 

Every experienced accountant can think of instances of dis- 
regarded warnings. In the case of a wholesaler the physical 
layout was such that pilferage of valuable and easily portable 
merchandise was almost impossible to detect. When this was 
discussed with management, it was agreed that conditions were 
bad but management contended that it would cost more to 
correct them than the estimated pilferage loss. The warning 
was repeated year after year until the company moved to a 
new building where conditions made protection against pil- 
ferage possible. The accountant was protected and consid- 
ered that the pilferage under the former condition was a 
business expense, contemplated and provided for by the man- 
agement. 

In another case in a processing industry repeated warnings 
that the processing losses of the client were a much higher per- 
centage of material put in process than prevailed in the indus- 
try as a whole were disregarded by the management. A new 
management took active steps, including the employment of 
private detectives, to find out why the losses were dispropor- 
tionate and discovered that large amounts of good material 
were marked waste and diverted to another manufacturer with 
whom employees of the client were in collusion. Here the new 
management, instead of holding the accountant responsible, 
expressed appreciation of the repeated warnings and regret 
that they had not been acted upon earlier. 

Many examples of unheeded warnings and subsequent loss 
could be given, as well as many more of frauds discovered after 
they had been going on for a longer time than seemed war- 
ranted in the circumstances. 
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DETECTION OF Fraup. The financial executive should rec- 
ognize that internal fraud and misconduct, from conflict of 
interest between officers as individuals and the company that 
employs them down to the office boy who steals a few stamps, 
are not exceptional or isolated instances of human depravity. 
While it is not true that every employee is a potential de- 
faulter or embezzler, many employees fall potentially into these 
categories. 

Auditing, external or internal, and all the various devices 
of internal control recognize this. In order to avoid the diffi- 
culties and embarrassment of singling out specific individuals 
for suspicion and investigation, the same controls and checks 
are applied to all. 

A payroll system is devised to minimize any possibility of 
“padding” with non-existent employees, of juggling with un- 
claimed checks, of collusion between the pay office and em- 
ployees to “raise” checks above the authorized amount, and all 
the other fraudulent devices that might be used on this im- 
portant disbursement. These precautions are not taken be- 
cause fraud is a remote possibility. These controls are installed 
because the name and place of a potential defaulter or em- 
bezzler are unknown. 

It is the same with the purchasing, warehousing, and issue 
of materials and supplies, the control of scrap and process 
losses, inventory “markdowns” for obsolescence, and inventory 
“losses” and “shortages.” 

The truth is that just as many of the inhabitants of any town 
are potential lawbreakers, restrained by the law enforcement 
agencies, so in the same way many employees, and sometimes 
even the officers of a company, are potential defaulters and em- 
bezzlers restrained by the knowledge that effective controls of 
various types are in operation. 

The financial executive should expect his independent au- 
ditor to be aware of the proper controls for his business and 
should cooperate with the independent auditor to make them 
effective. He should not blame either his own internal audi- 
tor or his independent auditor for failure to discover every 
fraud as soon as it is attempted. 


Wuen Fraup Is Discoverep. When frauds are discovered 
the first step is either to punish the defaulter and recover, from 
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a surety company or otherwise, as much as possible or, in some 
exceptional cases, to put the defaulter in some position where 
temptation is removed and endeavor to rehabilitate him. Ac- 
tion of this sort may sometimes be dictated by a feeling on the 
part of the employer that his own laxness had contributed to 
the employee’s misdoings. The second step is a comprehensive 
reexamination of the controls and auditing procedures that al- 
lowed the fraud to take place. 

Perhaps what all this should mean to the financial executive 
is that, while the ethical standards of professional accounting 
are high, he should not assume that they are invariably ob- 
served but should make some inquiry himself about the ac- 
counting firms with which he deals or on which he must rely 
and should form his own opinion of their reliability and in- 


tegrity. 


Competence 


The client is entitled to expect his certified public account- 
ing firm either to be able to meet all his accounting needs and 
such of his technical or organizational requirements as fall 
within the proper, now greatly expanded, scope of public ac- 
counting work, or to be able to make arrangements for some 
other firm or organization to do what the firm serving the client 
is not equipped to do. 

This is a simple statement of a most complex situation. 
There are problems of communication involved for both busi- 
nessman and accountant. The executive or businessman on 
the one hand frequently does not know what his accounting, 
statistical, and organizational needs really are, and on the other 
is unaware of many of the services that he can and should 
expect from his accounting advisors. 

The individual accounting firm is not permitted under the 
ethical rules of the profession to describe to the public the 
various services it can render or the different fields in which it 
has some special competency. There are, however, no ethical 
rules to prevent making the capabilities of an accounting firm 
clear to its present clients. The writing of books and articles 
and the presentation of papers on the scope of the accountant’s 
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work in general are valuable services to both business and the 
accounting profession. 


ABILITY OF PARTNERS. In judging the competence of an ac- 
counting firm the first consideration is the ability of the part- 
ners. Generally, a man’s rise to partnership in a substantial 
firm, large or small, is a good indication that he is not only 
technically proficient but that he is a good organizer, a sound 
businessman, and something of a diplomat and manager of men 
as well. While accounting is a profession, there are also basic 
business principles in the operation of an accounting practice 
that must be followed if the firm is to exist. The most brilliant 
professional work will not overcome the effects of overstaffing, 
excessive overhead, ineffective employment and _ recruiting 
policies, and careless or inefficient time recording or billing 
practices. 

The mere fact that a firm has been in practice fifteen or 
twenty years is evidence of reasonably good internal manage- 
ment and that the partners are good, practical businessmen as 
well as capable technicians. 


CoMPETENCE OF Starr. In general the accounting staff of 
a firm at the present time will be composed of college gradu- 
ates eligible to take the C.P.A. examinations on completion of 
whatever experience requirements are in effect in the state in 
which the firm practices, qualified men and women of several 
years of experience who have not yet passed their examina- 
tions, C.P.A.’s, and frequently some specialists such as engi- 
neers, statisticians, and mathematicians in the management ad- 
visory services department. 

A firm wherein a high proportion of staff is not qualified to 
the extent indicated should be investigated thoroughly and 
required to prove that it is competent to render the highest type 
of service. 

Although it is not true now to the extent it was some years 
ago, some firms specializing in stock brokerage or insurance 
company audits have had large staffs of comparatively low- 
paid men qualified for work in those fields only. The use of 
more and more mechanical means of record keeping is eliminat- 
ing the type of detailed-auditing for which such a staff was 
required. 
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Rotation oF Aupirors. While there is not so much heard 
of it now as in the recent past, the advantages of or the purposes 
to be served by employing different firms of auditors each year 
or at longer intervals has been rather widely discussed. Occa- 
sionally an agreement, trust deed, or some other controlling 
document requires this. Where rotation had been adopted vol- 
untarily as a company policy, it is falling into disuse. 

The objectives of rotation of auditors are useful and legiti- 
mate, although experience indicates that they can be gained 
by other means than the periodical substitution of one firm for 
another. 

The advantages of rotation are most evident at the level of 
the actual field work. Although the entire staff on an audit 
should not be changed every year, changes will always take 
place, and every change should provide a fresh look at some 
part of the work. 

In a large or even a medium-sized firm, most of the advan- 
tages of rotation are present. The firm must keep up with cur- 
rent ideas in accounting. Most firms have a partner whose 
duty it is to develop and formulate firm policies on new or 
controversial accounting questions, and it is unusual for ac- 
counts of any importance to be issued without consideration 
by some partner other than the one in charge of the work. 

The disadvantages of what we might call complete rotation, 
the substitution of one firm for another, are principally the loss 
of the services of partners and staff intimately familiar with a 
client’s affairs, the additional time required to familiarize the 
new firm with the essentials of the client’s affairs, and the dis- 
ruption and inconvenience the client’s organization suffers, 
which generally more than outweigh any possible advantages 
of this type of rotation. 

The principal advantage of continuity in audit work is the 
increased value of the accountant as a consultant. This grows 
with his knowledge of the client’s affairs and problems. The 
possible danger, where one accounting firm works for one client 
for many years, is that the accountant will become so involved 
with his client that he loses his perspective. Long acquaint- 
ance with management might make the accountant susceptible 
to pressures and inclinations of which he is hardly aware. Close 
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personal relationships between the management of a client 
company and the accountant might develop. The answer to 
all these objections is that if the accountant understands his 
professional position, he will not allow such conditions to exist. 
Even with individual practitioners or quite small firms, it is 
possible to keep up with the developments in the profession 
and in the client’s industry and thus assure a fresh point of 
view. 


RECRUITMENT AND TRAINING Poticres. The financial execu- 
tive is entitled to know in a general way the composition of the 
accounting firm’s staff, its recruitment policies, and the stand- 
ards it sets for its employees. 

Regardless of state C.P.A. requirements, it is unusual at the 
present time for a young man to attempt to enter the profes- 
sion without at least an undergraduate degree in accounting. 

Although a C.P.A. degree is desirable whether the holder is 
intending to practice public accounting or not and public prac- 
tice is generally regarded as the best type of accounting expe- 
rience, it is nevertheless true that in a relative sense public 
accounting experience is not as highly regarded as it once was. 

Even in Great Britain, where forms of apprenticeship still 
exist, the parents of young men wishing to become chartered 
accountants not only do not have to pay substantial “premi- 
ums” for the right to work as an apprentice for three to five 
years, but young men who aspire to become chartered account- 
ants receive a reasonably adequate salary from the beginning 
of their employment. 

In this country, although there was never any type of formal 
apprenticeship, young men in the not so remote past would 
gladly accept salaries well below the going commercial levels 
for the opportunity of gaining experience and fulfilling the re- 
quirements for taking the C.P.A. examinations. This has not 
been true for some years. The demand for graduates in ac- 
counting has increased tremendously, much faster than the 
supply. 

Industry, the United States Government, particularly the 
General Accounting Office, the Internal Revenue Service, and 
some sections of the Defense Department; and civilian pro- 
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fessional and service organizations other than public account- 
ing firms have competed vigorously for each year’s crop of 
graduates. 


SALARIES AND FEES. The result has been a progressive rate 
of increase in starting salaries, which has in turn affected sal- 
aries generally in the profession. Much of the increase in ac- 
counting fees measured as hourly rates in the last few years 
has been for the accounting firm merely the turning over of 
dollars with a negligible proportion of the increase remaining 
as firm profits. 

The financial executive cannot hope for lower hourly rates. 
Accounting fees may, however, in many cases be kept within 
reasonable bounds if there is adequate cooperation between 
accountant and client, as explained in detail in Chapter 4, page 
78, and the client makes use of all applicable modern safe- 
guards and controls. 

The experience with starting salaries of regional and na- 
tional firms that kept generally to the standards of recruitment 
described earlier in this chapter was for the years from 1957 
to 1966 as follows: 


Average Starting 


Year Monthly Salary 
1957 $407 
1958 423 
1959 440 
1960 461 
1961 491 
1962 516 
1963 542 
1964 552 
1965 573 
1966 606 


The exceptional man might receive $50 or more per month 
above the average. There were no significant differences be- 
tween the regional and national firms that furnished the in- 
formation on salaries. Salaries of specialists of various types 
would generally be somewhat higher than those of accounting 
graduates. 

These are the requirements for recruiting a really competent 
staff. As always, high salaries intensify the search for better 
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methods. This is particularly important in accounting where 
the supply of first-class staff is not equal to the demand. The 
difficulties this causes are felt by all firms, large and small, and 
it is hoped that some of the suggestions in this book (Chapter 
4) may do something to make the use of the potential at 
the disposal of the profession more effective and valuable. 


PrysicaL AND MECHANICAL EguipMeNt. While an inquiry 
into the quality of the partners and staff is the predominating 
and determining test of competency, it is also necessary for 
the physical and mechanical equipment of the firm to be con- 
sidered. The number and distribution of branch offices in the 
United States and abroad may be most important for some 
types of work. Ownership or access to electronic equipment 
may be important. Access to research material, particularly 
for the small firm, may be necessary. It is assumed that any 
modern accounting firm, large or small, would be adequately 
supplied with calculating and adding machines, copying and 
multigraphing equipment, and the like. 


Objectivity and Independence 


As the greatest volume of work done by the professional 
accountant is recurrent audit work it is only natural that the 
requirements for objectivity and independence should focus 
on that field and on statements on which third parties are en- 
titled to rely. An audit is a critical examination of a set of 
financial statements and the underlying books and records 
from which they are prepared. Anyone who relies on a critic, 
whether of music, painting, stagecraft, or financial reporting, 
does so on two assumptions: (1) that the critic is competent 
to appraise and evaluate what he is reporting on, and (2) that 
he is giving an honest opinion, uninfluenced by personalities, 
rewards, or threats. 

This is the position of the auditor. He must not only be 
independent (as a matter of a subjective state of mind), but 
he must also be careful to look independent, to preserve cer- 
tain appearances, to perform certain ritual acts and observ- 
ances. This may, at times, seem petty and annoying, but it is 
quite probable that if it were not insisted upon abuses would 
gradually creep in. 
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OWNERSHIP OF CLIENT Company's Securities. A clear-cut 
prohibition, for example, of ownership of any securities of a 
client firm would have no real significance if a partner of a 
national accounting firm owned one hundred shares out of ten 
million in a corporation, of which his firm was the auditor, 
listed on the New York Stock Exchange. But if an accountant 
owned ten or twenty per cent of a small, closely held corpora- 
tion, it might have a considerable influence when he was pre- 
paring statements for a bank or other creditors. Basically the 
rule against ownership of client securities is correct, and the 
worst that can be said against it is that it occasionally produces 
faintly ridiculous results. 


PARTICIPATION IN MANAGEMENT. Another and much more 
serious test of independence is whether the auditor is in any 
way involved in the management of a client. The danger to 
independence if the auditor is a director or officer of a client 
company is obvious. Few if any human beings can criticize 
their own work effectively, which is what an auditor who is 
also a director or officer would be trying to do. 

There is, however, a much more insidious danger to inde- 
pendence that arises primarily through the development of 
management advisory services but may be present in a great 
deal of other consulting and advisory work. 

Perhaps the greatest single problem of the accountant is to 
maintain an independent and objective attitude and at the 
same time do everything in his power to assist the client both 
in the operation of his own business and in his relations with 
third parties. For the audit function alone, this is not so diffi- 
cult. In taxation the accountant has statutes, regulations, and 
rulings to go by, and in disputes with the Internal Revenue 
Service he is merely discussing interpretation. He is of course 
acting for the client, but he is not identified with the con- 
troversy as a principal. 

Another example where management advisory services 
stops and management decisions begin might be in marketing 
and distribution. Customer or market potentials might be in- 
vestigated and the possible results of the introduction of a new 
product forecast or estimated without loss of independence or 
objectivity, but if the accountant in the management advisory 
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services department were asked to decide whether the new 
product should be introduced at all and in what markets, he 
would cease to be an independent advisor and would become 
part of the company management. 

An accountant’s statements often indicate to management 
the results of a specific policy or course of action but may also 
present two or more alternative solutions to a problem. For 
example, in a “make/buy” question, the answers may project 
the results of making all components, buying all components, 
and several mixed solutions where differing proportions of 
components are made and bought. The accountant can hardly 
fail to have an opinion as to which solution is most advan- 
tageous to the company. He must, however, carefully refrain 
from advising or recommending any basic policy decision. If 
a course of action or a policy is adopted as a result of his 
recommendation, he becomes responsible for it and he is tak- 
ing part in management, which he can no longer criticize ob- 
jectively. 

Every change or development in the operation of an enter- 
prise involves a recommendation and a decision. Some are 
major and some minor, some are external and some internal. In 
general the accountant cannot become responsible for major 
external decisions without loss of independence, but neither 
can he do his work without making or influencing many in- 
ternal decisions, some of great importance. 

While the final decision is the client’s in carrying out the 
recommendations as to what accounting machinery, tabulat- 
ing equipment, or computer to use, the responsibility is often 
and properly placed on the accountant. 

The accountant may carry out organizational changes, make 
assignments of duties, and even evaluate accounting personnel 
and certain classes of management personnel without loss of 
independence. These lie within his particular province, and 
he can accept this type of responsibility. 

He may also make minor or subsidiary decisions on external 
matters. If the management advisory services department of 
an accounting firm is making a sales and marketing study 
and it is discovered that salesmen in certain regions are giving 
unauthorized discounts or allowances, the accountant would 
suffer no loss of independence in correcting these conditions 
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on the spot rather than by making a recommendation and wait- 
ing for a management decision. 

However, a decision to revise the rates of discounts or the 
conditions for allowances, say for promotion and advertising, 
could only be made by company officials. If the accountant 
made such a decision he would be acting as a company official, 
not an independent public accountant. 

The management services man, unlike the industrial engi- 
neer who is not concerned with independence, must practice 
a difficult and trying professional funambulism if his firm is 
to be both auditor and management advisor to the same client. 

Many times the line between rendering a service or making 
a report on which a company official acts and making the 
decision itself seems somewhat vague, but if it is constantly 
borne in mind that influencing a decision does not mean a 
loss of independence or objectivity but making the decision 
does, these questions will clear themselves up. 


VALUE OF INDEPENDENT CriticisM. The financial executive 
should be satisfied not only that his accounting firm observes 
the letter of the law so far as independence is concerned, but 
also, much more important, that the firm is genuinely inde- 
pendent and is so regarded by the financial community. 

Independent criticism may not be palatable to a client at 
all times, but the financial executive may rest assured that audi- 
tors do not criticize clients lightly or without a good deal of 
soul-searching. No accountant wishes to annoy or antagonize 
a client if it can be avoided. He must be absolutely sure of his 
ground when making criticisms. There is always the feeling 
that the client may, perhaps, know more about his own busi- 
ness than the accountant. 

There are risks in making unfavorable criticisms, but these 
risks the accountant must take if his work is to be fully effec- 
tive. These criticisms are probably the most valuable single 
service of an auditor and certainly the most difficult for him 
to render. 


WuaT THE INDEPENDENT C.P.A. May Nor Do. In general, 
there are certain things the accountant may not do and still 
remain independent. Among these are: 
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_ 


. Possess a financial interest in a client. 


2. Accept without verification the statements of an accountant 
not a C.P.A. or not qualified in an equivalent manner in his 
own country. 

3. Render an unqualified opinion on financial statements with- 
out having made an audit based on generally accepted audit- 
ing standards. 

4. Act as officer or director of a client company. 

5. Accept or demand fees contingent on the results of his find- 
ings, except in tax work where the true findings are those of 
a third party, the Internal Revenue Service. 

. Make brokerage or commission agreements with non-C.P.A.’s. 

7. Engage in any occupation incompatible with public account- 

ing. 

These are covered, explicitly or implicitly, by all codes of ethics 

for accountants. Basically they may be reduced to two simple 

maxims: a man cannot serve two masters; neither shall he lay 
claim to work he has not done. 

The management advisory services department should be 
so organized that communication with other departments is 
sufficient to prevent any conflict with reports or opinions for 
which the firm is responsible. 


fon) 


GETTING TO KNOW ACCOUNTANTS BETTER 


In the old, established corporation of national or interna- 
tional scope the financial executive is seldom in the position of 
influencing the choice of the auditors by the directors or occa- 
sionally the stockholders. He should nevertheless make care- 
ful inquiry into, first, the full capabilities of his auditors, and 
second, whether they are keeping up with the changing stand- 
ards and requirements of the profession. 

Judging from the answers to those parts of the questionnaire 
(Appendix A) dealing with the awareness of clients of the 
auditor's special capabilities, it is the view of the majority of 
accountants that even present clients are not fully aware of 
what the accounting firm can do for them. 

The financial executive, whether his auditors are a regional, 
national, or international firm, should make a point of meeting 
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the partners in charge of management advisory services, of 
tax practice, of SEC work and other work for regulatory bodies, 
of government contract and other work connected with the 
Defense Department and with the executive departments of 
the government. 


Management Advisory Services 


The financial officer may be somewhat surprised by and 
should be interested in what can be done for him by computers 
and other electronic equipment. In this day of rapid change 
it is hardly safe to rely on the written word alone about these 
new developments, as there must be a substantial time lag 
between the devising and operation of new methods or proc- 
esses and their description in an article or book. 

The men in charge of the management advisory services 
department of a progressive accounting firm are frequently in 
the position of the leaders of the profession in the early part 
of this century: they are not choosing from several tried and 
approved methods to fit a particular situation, they are creating 
new solutions to new problems by changing and developing 
means. Personal contact with the men on the firing line is the 
only way to be sure of getting the best service currently avail- 


able. 


Tax Practice 


It is a general rule in most firms for a tax partner or principal 
of the firm to have a more intimate and up-to-date acquaintance 
with the client’s problems than can be obtained by merely 
preparing tax returns and fighting contested assessments. 

A capable tax man generally has a wide acquaintance with 
others in the tax fraternity: accountants and lawyers in tax 
practice, and corporate officers and employees responsible for 
the tax affairs of their companies. Typically they belong to 
various formal and informal groups, in addition to accounting 
societies, such as the Tax Executives’ Institute, the Tax Forum, 
the tax sections of the American Bar Association, tax societies 
connected with or under the guidance of the universities and 
law schools, and the various tax institutes held in almost all 
parts of the country. 
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At these meetings tax men talk to each other in a cryptic, 
abbreviated language where numbers of sections of Revenue 
Acts, regulations, rulings, and treasury decisions largely take 
the place of descriptive words. They have no difficulty, how- 
ever, in translating this dialect into comprehensible English for 
the benefit of their clients. They not only keep abreast of cur- 
rent events but frequently are able to foresee developments in 
legislation and administrative policy. 

There are several advisory committees to both the Treasury 
Department and the Internal Revenue Service where the ad- 
vice of these men is sought officially, and it is an everyday 
occurrence for their advice to be asked unofficially. 

For all these reasons it is of the utmost importance for the 
financial executive as well as the head of his tax department to 
know and keep in reasonably close contact with the tax partner 
of the accounting firm responsible for the company’s tax work. 


Work with Government Agencies 


The partner in charge of SEC work will typically be ac- 
quainted with the members of the Commission staff. He will 
be able to forecast the attitude of the Commission on various 
questions with much more accuracy than can be arrived at 
from published statutes, rulings, and releases. 

Common sense and a spirit of reasonableness when dealing 
with reputable people are characteristic of the Commission. 
There are generally grey areas in every registration of securities. 
An experienced SEC man knows where these are likely to 
occur and what to do about them. An informal visit with the 
staff will often clean up, in a few hours, what could take days 
of time and reams of correspondence by more formal methods. 
The SEC partner is a good man to know. 

In the same way the partners particularly experienced in 
dealing with other government agencies can indicate the course 
of action most likely to be acceptable. What can successfully 
be demanded and what is likely to be contested can be antici- 
pated from experience in similar situations, and much time 
saved. 

With government contracts the time to avoid disputes is 
when the contract is being drawn up, and the accountant can 
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be of great service in drafting or evaluating the financial and 
cost sections. 


Foreign Operations 


If the company has foreign operations of any sort, the part- 
ner in charge of the accounting firm’s operations outside the 
United States should be fully informed about them. The finan- 
cial executive should not only discuss present operations and 
policies but should also give as much information as possible 
about the future. 

The accounting firm, through its foreign offices, will be well 
informed on many features of doing business in any particular 
country. Among other things taxation, exchange situations in- 
cluding repatriation of capital and remission of earnings to the 
head office, foreign staff and the hiring of the country’s na- 
tionals, certain phases of labor relations, and the reeommenda- 
tion of local legal counsel may be among the important things 
on which the particular foreign office may be of assistance. 

The financial executive can hardly spend his time better 
than in getting acquainted with the partners of the firm that 
does the audit of his company, the men who are responsible 
for the various financial, tax, system, and cost aspects of its 
operations. 


SELECTING AUDITORS FOR A NEWLY ORGANIZED 
OR ACQUIRED ENTERPRISE 


The selection of the accounting advisors for a newly organ- 
ized enterprise is often a matter of some difficulty. Personal 
acquaintance of some of the officers with a particular firm and 
its general reputation should all be given full weight, but none 
of these takes the place of a careful investigation of the capa- 
bilities and connections of any accounting firm by the financial 
executive. Many features of the new enterprise need to be 
considered: 


1. Is it local, regional, national, or international in scope? 


2. Are its customers the general public, other industries, or some 
branches of the United States government? 
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3. Are its securities registered on an exchange under the juris- 
diction of the Securities and Exchange Commission? 

4. Is it financed by all or some of these methods? 

Common stock 

Preferred stock 

Debentures, convertible or not 

Bonds 

Short-term bank credit 

Long-term credit extended by lenders such as insurance 
companies or pension or other trust funds. 

5. Does it have tax problems peculiar to the industry, such as 
the treatment of percentage depletion, exploration and de- 
velopment costs in the extractive industries? 

6. Does it have foreign operations, subsidiaries or branches re- 
quiring the solution of problems such as the treatment of for- 
eign exchange, repatriation of capital, and remitting income 
to the United States? 

7. Is the industry or any part of it under the supervision of such 
governmental bodies as the Interstate Commerce Commission 
or the public utility commissions of some of the various states? 

8. Will the solution of problems connected with manufacturing 
costs, sales statistics, distribution costs, the evaluation of new 
projects, and the introduction of new product lines be of 
major importance? 


These are by no means all of the questions the financial execu- 
tive should ask about the new enterprise and on which he 
should be satisfied before engaging an accounting firm, but 
they should act as a guide to what ought to be considered. 

Much the same considerations apply to an enterprise newly 
acquired by the company in which the financial executive is 
an officer. Generally speaking, the parent company’s auditors 
will take over the work of the newly acquired subsidiary, but if 
it operates in a line of business unrelated to that of the parent 
or in a foreign country the employment of a firm familiar with 
the new industry or practicing in the foreign country should 
be considered. The disadvantages of such an arrangement, 
however, generally outweigh its advantages. The most desir- 
able situation is for one.accounting firm to be responsible for 
all the accounting work for any one client. 
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“PROPOSALS” FOR ACCOUNTING WORK 


Once the accountant is approached by a prospective client 
he is free to make any truthful representations about his capa- 
bilities and experience. The prospective client is entitled to 
know what services he may expect and to receive enough in- 
formation about the organization and facilities of the account- 
ing firm to form an opinion as to whether the services will be 
satisfactorily rendered. 

If the information is not volunteered or if it is incomplete, 
it is the financial executive’s duty to satisfy himself by further 
questioning, although in a well-organized accounting firm this 
is seldom necessary. 

The financial executive is also entitled to know, within rea- 
sonable limits, approximately what the contemplated work will 
cost his company. These estimates generally take the form of 
“ranges.” For example, a new audit may be estimated to cost 
between $8,000 and $10,000 a year, or the cost of the neces- 
sary work on a new security issue may be estimated to lie 
between $35,000 and $40,000. 

It is usually stated by the accountant that these figures are 
estimates and that the actual billings will be based on the time 
of partners and staff required to complete the work. This will 
give the financial executive enough information to present the 
situation to his Board of Directors or to the responsible execu- 
tives. 

These proposal letters or memorandums may run from one 
or two pages, where the work is for a small company or where 
the executive to whom they are addressed is well acquainted 
with the firm, and to fifteen or twenty pages for a large, new 
client with branches or affiliates spread over a wide area in 
this country and abroad. Some representative proposal letters 


are given at the close of this chapter. The essentials to be cov- 
ered are: 


A description in general terms of the work to be done, includ- 
ing in audit work reference to the extent of the reliance of the 
independent accountant on the internal check and the in- 
ternal audit staff of the client. 
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A description of the facilities and capabilities of the firm cov- 
ering audit, tax work, Securities and Exchange Commission 
work, and management advisory services. Where pertinent 
the location of domestic offices could be given as well as a 
description of the services that might be rendered by foreign 
branch offices, affiliates, or correspondents. 


If the firm has partners or staff especially qualified in the busi- 
ness or industry of the prospective client, this would be pointed 
out. If pertinent, the partner who would be responsible for 
the work might be named. 

An estimate of the probable fee, within a fairly wide range, 
would be given, carefully qualified to cover emergencies that 
might arise, either in audit or management service work, and 
making it clear that work additional to that contemplated 
would require an additional fee. 

A proposal letter for a large international corporation and 
its subsidiaries and affiliates would require much more detail. 
Such a letter, no matter to whom addressed, is really meant for 
the board of directors and the principal executives of the com- 
pany. It would cover in addition to the information just out- 
lined the number and location of offices; a description of 
special services in foreign countries; a list of prominent clients 
who issue published reports or are listed on the New York or 
other stock exchanges; a description of the management ad- 
visory services department (see Chapters 1 and 2), the tax 
department, and any other similar pertinent material. 


Competitive Bidding 


It is obviously unprofessional and self-defeating for profes- 
sional men to attempt to secure, on a price basis, the account- 
ing work either of a new enterprise or of a corporation that 
wishes to replace its present auditors. In many states such a 
practice is now forbidden by the code of ethics of the state 
society or the rules of the State Board of Accountancy. 

These rules, though approved in principle by the great 
majority of the accounting profession, have not been tested in 
any court action and might be held to be in restraint of trade. 
Nevertheless such conduet even where not specifically pro- 
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hibited is generally considered to be opposed to the ethical 
bans on solicitation, of which practice competition based on 
price alone is in effect a variant. 

The stress on cost rather than quality, which is the inevitable 
result of price competition where a service not measurable in 
any objective way is concerned, is the primary reason for the 
opposition to such practices. Another reason is that it gives 
a large, well-financed, and somewhat unscrupulous firm, if 
such there be, an advantage over the smaller firm which can- 
not afford to take substantial initial losses on work merely to 
“get a foot in the door.” 

If all the arguments against price competition are admitted, 
how may this be reconciled with the practice of submitting 
proposal letters to prospective clients? 


“Proposals’’ Not Competitive 


A properly prepared proposal letter is not competitive. The 
services offered should be described, not extolled, nor should 
they be compared with what other firms have to offer. Pro- 
posal letters should be submitted on invitation only, never 
gratuitously on the accountant’s own initiative. 

If the client is changing auditors the accountant submitting 
a proposal letter should inform the retiring auditor that he has 
done so. So long as a proposal does not involve an offer to do 
work at less than cost plus a reasonable profit, it can hardly be 
described as competitive. Furthermore, if a range of cost is 
indicated, with a possible variation of 20 to 25 per cent be- 
tween the high and the low, the accountant is giving the man- 
agement information on which to come to a decision rather 
than making a bid of any sort. Even when a range of cost is 
given, the accountant should, and usually does, qualify his 
estimate for possible additional work not contemplated in the 
original proposal. 

One of the example letters below was for an educational 
organization so badly organized that no firm estimate of cost 
could be given because of the obviously inadequate records 
and control. Nevertheless, enough information was given for 
the directors to come to a decision on the audit. 

Some sort of a proposal is necessary in arranging for new 
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work, and so long as this is factual and provides for a fair 
range of fees, properly qualified, it does not appear to go con- 
trary to the spirit or the letter of the national and state ethical 
codes. 

Such a proposal gives the prospective client essential in- 
formation and provides the accountant with a sound basis on 
which to plan his operations. Within the limits outlined the 
proposal letter is essential to the successful operation of a pro- 
gressive accounting practice. 


Representative Proposal Letters 


Mr. William Stagg 

Vice President and Controller 
and 

Mr. John A. Doe 

Auditor 

Universal Trust Company 

New York, New York 


Dear Sirs: 


We are pleased to have had an opportunity to discuss with 
you our possible engagement as independent accountants to 
examine the 19x8 financial statements of Universal Trust Com- 
pany. As requested, we have outlined below for you and for 
presentation to your management the general concept of such 
an examination, examples of audit tests involved, the staff to 
be assigned, the timing of the work, and our estimate of its 
cost. 


General concept of the examination 


Our examination of the consolidated financial statements of 
Universal Trust Company and its subsidiaries will be made in 
accordance with generally accepted auditing standards and ac- 
cordingly will include such tests of the accounting records and 
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such other auditing procedures as we consider necessary in the 
circumstances. The scope of our examination will be sufficient 
to enable us to report to the board of directors and shareholders 
that, in our opinion, the consolidated financial statements pre- 
sent fairly the financial position of Universal Trust Company 
at December 31, 19x8, and the results of its operations for the 
year, in conformity with generally accepted accounting prin- 
ciples applied on a basis consistent with that of the preceding 
year. 

In addition we shall be prepared to sign, as independent 
public accountants, the certification required to be included in 
the annual report to be filed under Regulation F of the Board 
of Governors of the Federal Reserve System. Also we shall be 
in a position to report annually to the Directors’ Examining and 
Audit Committee on our review of the auditing and credit audit 
departments. We shall also furnish comments and suggestions 
on operating and audit procedures developed in the course of 
our work. 

In our examination, we shall give important weight to the 
system of internal control and the internal auditing program 
that we know are in effect at Universal Trust. Our examination 
will encompass three broad areas of activity as follows: 


1. Review of operating procedures, internal controls, and audit- 
ing department organization and procedures: 

Detailed review of the procedures followed by the various 
operating units of the bank to evaluate the extent to which 
a sound system of internal control continues to be in effect, 
together with a review of the continuing adequacy of the 
auditing department’s programs and procedures viewed in 
the light of the strengths and weaknesses of the system of 
internal control. Generally, this intensive review will em- 
phasize certain departments each year with a view toward 
complete coverage over a cycle of several years, and at the 
same time it will be adapted to significant changes in pro- 
cedures of particular operating units. 

General review each year of key internal control features, 
developed from our working papers on previous detailed re- 
views, in all operating units not scheduled for detailed 
review. 
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Continuing consultation with bank personnel on all sig- 
nificant changes contemplated in operating procedures, ac- 
counting principles and practices, auditing department 
procedures, organizational structure, or any other matters 
of interest or concern to us. 


. Participation in and observation of examinations conducted 
by the auditing department: 


Active participation with the auditing department in their 
examinations of certain operating units. These participa- 
tions will be made with respect to some operating units every 
year and others every two or three years, depending upon 
the importance of the units in terms of our responsibilities 
in the examination of the bank’s financial statements. 

Observation each year of auditing department examina- 
tions of operating units not scheduled for active participa- 
tion. In the course of this observation, particular attention 
will be paid to adequacy of scope, satisfactory disposition of 
differences developed, and conclusions reached by the audit- 
ing department based on the examination. It will include a 
review not only of the work in progress but also of the work- 
ing papers and reports prepared on the examination. 

. Independent tests of transactions: 

Independent tests of the activities of the various operating 
units of the bank such as those illustrated below, to supple- 
ment all the foregoing so as to conclude whether, in our 
opinion, the financial statements of Universal Trust Com- 
pany present fairly its financial position and result of opera- 
tions in conformity with generally accepted accounting 
principles consistently applied. 


Examples of audit tests involved 


Tests of the bond department’s year-end market valuation 
of the investment portfolio and trading account securities and 
review for any securities against which a reserve provision 


should be made. Test counts and confirmation of securities 


to supplement to the extent we deem appropriate the work of 
the auditing department. — 
Examination of documentation on selected loans, including 
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inspection of collateral, and confirmation of loan balances and 
collateral with customers as a supplement to the examination 
by the auditing department. This will be done on randomly 
selected accounts at a surprise date during the year and on 
selected significant loans in the loan portfolio at year end, 
utilizing available records to the extent practicable and min- 
imizing disruption of regular routines. 

Review and test of the activities of the credit audit division, 
independent review of selected loans, and review of adequacy 
of the reserve for possible loan losses. 

Tests of significant activities at a few selected branch offices 
each year. 

Tests of corporate agency and corporate and personal trust 
department activities, including physical inspection of selected 
assets, tests of transactions, tests of collection of income, in- 
quiry into frequency of investment review, and other tests. 

Review of adequacy of amounts provided for taxes on the 
bank’s income. This review will be made jointly by our audit 
staff and a specialist from our tax department. Also our tax 
department will review generally, but unless specifically en- 
gaged for the purpose not in detail, the bank’s income tax 
returns. 

Tests of bank income and expenses, including review of con- 
trols (ie., budget variation reports), interest accounts, pay- 
rolls, and other income and expense accounts. 

Tests of other general ledger accounts, with particular atten- 
tion to prepaid expense, deferred income, accounts payable, 
and accrued liability accounts. 

Tests of “off balance sheet” accounts such as assets pledged 
and commitments. 


Staff to be assigned 


Mr. Nicholas Nickleby, partner, will be responsible for the 
over-all coordination and successful completion of the examina- 
tion. Mr. David Copperfield, manager, will be responsible for 
direct supervision and coordination of the staff. 

In addition to Mr. Nickleby and Mr. Copperfield, we shall 
assign to this engagement approximately three senior staff 
members who will be responsible for the conduct of the work. 
They will be assisted from time to time by additional staff 
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members as required. 

As in any of our audit engagements, there will be available 
to the audit staff and to your bank the services and facilities of 
our tax, research, and management advisory services depart- 
ments. Our management advisory services department can 
provide expert assistance in such diversified areas as electronic 
data processing, accounting systems, operations research, cost 
accounting, general cost reduction, improvement of manage- 
ment reports, budgets and forecasts, and many others. 


Timing of the work 


Cognizant of your desire to publish 19x8 financial data as 
soon after the year end as possible, we shall carry out as much 
of our work as practicable during the course of the year. We 
estimate that we shall be able to perform approximately 80% 
of the work prior to year end. We expect that we shall be in 
a position to render our opinion before the end of January. 


Cost of the work 


As you are aware, the fee for our services will be based on 
hourly rates for the time expended by our staff. You will ap- 
preciate that not all the complexities or situations that may 
be encountered in an examination of this type can be fore- 
seen, and therefore the accuracy of any fee estimate is limited. 
Nevertheless, we estimate that our time charges for an annual 
examination will be between $70,000 and $80,000. We would 
also expect to be reimbursed for out-of-pocket expenses which 
will be minimal. We would propose to render bills on account 
as the work progresses. 


ee HH 


We look forward to this opportunity to be of service to Uni- 
versal Trust Company. If there is any other information we 
can supply you, please let us know. 

Yours very truly, 
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Mr. Arthur Jones 

Executive Director 

Vocational Training Centers, Inc. 
Cleveland, Ohio 


Dear Mr. Jones: 

In order to comply with your request that we undertake an 
examination of the financial statements of Vocational Training 
Centers, Inc., for the year ended December 31, 19x8, members 
of our staff spent two days in your offices to determine the 
problems involved in performing such work. 

Based upon this brief survey, which included discussions 
with various employees and evaluation of accounting records, 
we have concluded that an audit is feasible. However, the fol- 
lowing weaknesses in record-keeping and internal control were 
noted by our representatives and cause us to believe that the 
work will be unusually time-consuming because of the need to 
extend our tests to limits not normally comprehended when 
records and internal controls are in order: 


1. Bank accounts have not been reconciled during the year. 
Approximately 20,000 disbursements have been made 
during this period. 

2. Documents supporting purchases of goods and services 
frequently lack indications of approval, receipt, account 
classification or purpose. 

3. Filing in the accounting department is not current, and 
some items are misfiled. 

4. Significant sums have been disbursed through petty cash, 
and supporting documents for some of the disburse- 
ments are lacking or incomplete. 

5. Records showing hours worked by various staff and youth 
workers may not be readily available for certain periods. 


6. Shop and office equipment records are incomplete at this 
time. 


It is possible that during the examination problems will be 
disclosed that we did not observe during our initial visit. We 
note that efforts are presently being made by your personnel 
to improve procedures and controls concerning both the shop 
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work training and the financial activities of the organization. 

In view of the problems mentioned above, I am sure that 
you can appreciate the difficulties we shall encounter in per- 
forming an examination and that these difficulties would neces- 
sarily give rise to more extensive tests of the underlying records 
supporting transactions in an effort to report as positively as 
possible. Even so, you must understand that the lack of proper 
documents and the existence of inadequate procedures and 
controls during the period under examination would in all 
probability require comment upon or a qualification in our 
report, and it may be that we will not be able to provide an 
opinion on the financial statements. Finally, you should also 
understand that we might not be in a position to determine 
that the expenditures were justified or reasonable in terms of 
program. 

As I explained to you during our earlier meeting, fees for 
our services are based on hourly rates for the time expended. 
Because of the various matters mentioned in this letter, it is 
not practicable to estimate a total fee to complete this examina- 
tion, but it now appears reasonable to assume that it might 
aggregate $10,000 and could be much more if completion of 
the bank reconciliations referred to above were to disclose nu- 
merous unexplained differences. Accordingly, I suggest that 
we await completion of that phase of the work by your staff 
before discussing further the economics of undertaking the 
assignment as a whole. In the meantime, I should be glad to 
make available the services of one of our staff to advise your 
people to the extent necessary in the completion of this very 
necessary task. 

Yours very truly, 
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APPENDIX 


A 


Responses of C.P.A’s 
Concerning Practices 
and Services 


The sample represented by this questionnaire covers a large 
proportion of the professional accounting work done in this 
country. Ten international and national firms responded. 
These firms have offices throughout the country and thus rep- 
resent conditions in all states and in all industries. 

Thirty-five regional and local firms replied. They range in 
size from one small office to regional firms with several offices 
covering several states. All parts of the country and many 
different types of practice are represented. 

The questions were designed to cover the more important 
and difficult problems of the practical operation of an account- 
ing practice rather than questions of accounting principle or 
auditing methods. 

For obvious reasons it would be improper and unfair to 
identify the firms answering the questions, and where answers 
have been quoted these have been edited, where necessary, to 
make identification impossible. 


Question 1 


Are your clients fully aware of the various types of service 
you are prepared to render? 
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INTERNATIONAL AND NATIONAL Firms. All but one of the 
international and national firms replied in the negative. 


Representative Answers. I would answer this question 
“yes, they are,” but it is important in a practice to make these 
services constantly known to clients at the time the clients are 
in need of them. This takes a great deal of contact with clients 
and discussion of the various problems facing them. Many 
times the accountant is not aware of the problems facing the 
client because he is so preoccupied with checking on the book- 
keeping. 

The problem we face in making clients aware of the various 
services we are prepared to render is one surely that is faced 
by the entire profession. Our clients are generally aware of 
our services, but there is a continuing need to bring specific 
areas to their attention. They are receptive to our efforts to 
do so; the initiative generally rests with us. 


REGIONAL Firms. Affirmative, 17; negative, 15; 3 answered 
that some clients were aware of types of services rendered and 
some were not. 


Representative Answers. We believe that our clients, gen- 
erally, have very little knowledge of the types of services we 
are prepared to render, except accounting, auditing, and in- 
come tax return preparation. 


Generally speaking, yes, because we are very close to our 
clients, virtually on a day-to-day basis. However, in two in- 
stances through the many years, a client heeded the siren call 
of one of the widely advertised national “engineering and sys- 
tems” organizations, at high cost and vast disillusionment 
(throwing the system out after paying more than ten times 
the cost of our annual service ). 


Not fully. From various sources, and with frequency, clients 
are deluged with advertising and other literature through the 
mails suggesting means of acquiring “know hows”. Often, 
these evoke interest and initial inquiry from clients to the ac- 
countant. The services, particularly in province of account- 
ants, are offered by others (bankers, insurance counsellors, 
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etc.) as an opening wedge to securing patronage for the major 
services of their institutions. 


Generally speaking—Yes, except as to management services, 
electronic data processing, clerical work measurements, and 
estate planning. 


Question 2 


If not (in answer to Question 1), are you taking any steps 
to remedy this condition? 


INTERNATIONAL AND NATIONAL Firms. All answered in the 
affirmative except one. 


Representative Answer. We have prepared a brochure set- 
ting forth the various types of services that we are equipped to 
perform which we make available to a client or prospective 
client when appropriate. Also, we have a house organ that is 
distributed to our staff and clients. 


REGIONAL Firms. Affirmative, 20; negative, 11; 4 did not 
answer. 


Representative Answers. Partners and staff are alerted to 
introduce, in course of personal contacts, as situations develop 
or need is indicated, the advisability of a survey and recom- 
mendations. Because of previous exposures, as indicated in 
Question 1, this is not the first time the client has heard of 
these services. However, the capacity of accountants to fill the 
requirements, surprisingly, is viewed as reaching out or usurp- 
ing a field of activity that is believed to be for others, whose 
qualifications are touted as superior. There is a reluctance by 
us to enter an arena. We increase the promotion of new and 
useful avenues of service to the client as interest and encour- 
agement is evidenced even to a slight degree. 


Yes. We are building up our staff, which now consists of 
seven C.P.A.’s and six non-C.P.A.’s, as we find qualified per- 
sonnel interested in our area. As we are better staffed to handle 
the work we will be able to extend more types of service to 
our present clients. na 
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Yes. These steps include continuing discussions with re- 
sponsible executives, directed to a consideration of the prob- 
lems (not related to financial statements or taxes) soluble by 
means of services not within the “normal” ambit of accountants. 
(For example, a determination and evaluation of labor produc- 
tivity as related to pricing formulae. ) 


Question 3 


If you are not able to render all services required by your 
clients, for example, operations research, electronic data proc- 
essing, or foreign representation, do you have some regular 
arrangement with a firm equipped to render these services or 
do you make your arrangements as the occasion demands? 


INTERNATIONAL AND NATIONAL Firms. All stated that they 
could render these services or had satisfactory arrangements to 
supply anything lacking. 


Representative Answers. We are able to supply all the 
services that our clients need in all of these areas. If we are 
not in a position to perform the service that a client needs, we 
would make it clear that more competence is available else- 
where and we would try to help secure that competence. 


Our firm is able to render all services encompassed in 
certified public accountancy. Certain other services (such as 
psychological testing, professional engineering, or actuarial 
consultation) are arranged for, generally by referral, as occa- 
sions demand. 


We have affiliates for the client needs in foreign countries. 
For other services where we lack capabilities, we make arrange- 
ments as the occasion demands. 


REGIONAL Firms. Thirty-two made arrangements as the oc- 
casion required; five had regular arrangements; two had none. 


Representative Answers. Arrangements are made as occa- 
sion requires. This is not as it should be. A prerequisite is 
some indoctrination in what the specialists do that can benefit 
a client. It would be a progressive step for a partner or high 
staff member to probe into the utilization of services of spe- 
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cialties to fill certain requirements of clients, under guidance 
and control of the accountant. 


While we are equipped to render a wide range of services 
such as operations research and electronic data processing, in 
the area of foreign representations we have in the past estab- 
lished relationships with foreign firms as the occasion arose. 
In a number of instances we have had occasion to again require 
foreign representation in those countries and have used the 
same firm. 


Question 4 


Do you specialize in one or more industries? If so, what 
are they? 


INTERNATIONAL AND NATIONAL Firms. All but one an- 
swered in the negative. 


Representative Answer. No, we do not specialize in par- 
ticular industries, but have many clients, large and small in 
most industries. Although our clients comprise the major 
portions of certain industries, none of these industries is a pre- 
dominant part of our practice. We believe that broad 
professional capability has greater importance than complete 
familiarization with the characteristics of certain industries, 
although we strive to achieve that also. 


REGIONAL Firms. All but six answered in the negative. 


Representative Answers. Do not specialize intentionally 
but, due to recommendations of clients, have higher place in 
electronic field than others. 


We do not intentionally specialize. However, a substantial 
part of our work relates to food processors, since we are in an 
agricultural area that produces up to three crops of food stuff 
each year. 


We have partners who are to some extent specialists in par- 
ticular industries such as newspapers, finance companies, gov- 
ernmental subdivisions, ~etc., and they consult with other 
partners or offices when needed. 
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Question 5 


Do you specialize in one or more types of practice, for exam- 
ple, cost accounting, government contracts, state and local taxa- 
tion, or regulated utilities? 


INTERNATIONAL AND NATIONAL Firms. All negative. 


REGIONAL Firms. All but two negative. 


Question 6 
A frequent organizational grouping is: 


. Audit and investigation, including reporting 

. Taxation 

. Statements for the Securities and Exchange Commission 
. Management advisory services 

. Estates and trusts, including accounts of individuals. 


oQao op 


To what extent is your firm organized departmentally? 


INTERNATIONAL AND NATIONAL Firms. All organized de- 
partmentally. 


Representative Answers. Operating control of our practice 
is decentralized with practice offices providing comprehensive 
professional accounting services under the direction of local 
partners-in-charge. Functional control of the areas of (1) ac- 
counting and auditing (technical procedures and standards, 
SEC, industry specialists, basic and applied research), (2) tax, 
(3) management services, and (4) international practice is 
centralized in our executive office. Administrative functions 
(e.g., personnel and training, firm publications, etc.) also are 
departmentalized in the executive office. 


There is a certain degree of functional organization and sep- 
aration within our organizational structure. Generally speak- 
ing, the categories we would use are: 


1. Accounting, Auditing, and SEC Services 

2. Management Consulting Services 

3. Tax Services 

4, Actuarial and Employee Benefit Plan Consulting Services 
5. International Services 
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REGIONAL Firms. Fourteen organized departmentally; 24 
not. 


Representative Answer. Because of the small size of our 
firm, a detailed organizational grouping such as you have set 
forth in your question is not possible. However, one of the 
partners specializes in taxation, estate planning, and corpora- 
tion organizations and reorganizations. Another specializes in 
systems and procedures and management advisory services. 
Another specializes in audits. However, the lines are fre- 
quently crossed especially at the review and consultation level. 


Question 7 


Does your departmental grouping differ from that outlined? 
If so, how? 


INTERNATIONAL AND NatTIONAL Firms. No important dif- 
ference from organization outlined in Question 6. 


REGIONAL Firms. No important difference from organiza- 
tion outlined in Question 6 where firms were organized. 


Question 8 


Do you have a description of audit services beyond the usual 
type for staff use or for information of clients? If you have 
such a list, is a copy available? 


INTERNATIONAL AND NATIONAL Firms. All negative. 
REGIONAL Firms. All negative but one. 


Representative Answers. For the most part our audit work 
follows the standard pattern. We have, however, developed 
a special service for small commercial banks which supple- 
ments their own internal control program, and which is de- 
signed as an aid to bank management rather than to develop 
certified statements. An outline of this program as applied to 
one bank is enclosed. 


We do not have such a-description, but we have long recog- 
nized that it is necessary, and it will be prepared soon. 
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Question 9 


Besides the usual preparation of state and federal returns, 
and representation of clients in controversies with the Internal 
Revenue Service and state tax authorities, do you assist your 
clients in: 


a. Estimating the tax effects of proposed transactions, 

b. Advising on the tax effects of different methods of organiz- 
ing a new venture, 

c. Advising on the timing and treatment of security transactions, 

d. Advising on the effect of proposed tax legislation, domestic 
or foreign, or 

e. Advising on the organization of a client’s own tax depart- 
ment? 


INTERNATIONAL AND NATIONAL Firms. AII affirmative. 


REGIONAL Firms. Eighteen provided all services; 15 did 
not advise an organization of client’s own tax. department; 3 
did not advise on the effect of tax legislation; 1 did not advise 
on the timing and treatment of security transactions. 


Question 10 


If you have a separate department dealing with SEC affairs, 
is this combined with a department or group devoted to re- 
search work? 


INTERNATIONAL AND NATIONAL Firms. All but one stated 
that, while a department dealing with SEC affairs was not 
combined with the research department, the two departments 
were closely coordinated. 


REGIONAL Firms. Only one had a department for SEC 
work; 22 had no department; 12 had no SEC work. 


Question 11 


If your practice includes a substantial number of regulated 
utilities, do you have a separate department for this type of 
client or do you serve these clients through your general audit 
staff? 
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INTERNATIONAL AND NATIONAL Firms. Three firms had a 
separate department. 


Representative Answer. Yes, a separate department in our 
executive office works with and advises practice office partners 
in utility accounting matters. 


REGIONAL Firms. Thirteen had no department; 23 had no 
practice in regulated utilities. 


Representative Answer. Our practice does include a num- 
ber of regulated utilities, and these are serviced by members 
of our general audit staff, who are thoroughly competent in 
this area. 


Question 12 


The following is a condensed and partial list of services that 
might be expected from the management advisory service de- 
partment of a highly organized accounting firm: 


General management 
Business planning, statements of objectives and policies 
Organization structures and responsibilities 
Integrated management information and reporting systems 
Major cost reduction and profit improvement programs 
Financial 
Accounting systems 
Budgets and long-range plans 
Manufacturing cost systems 
Distribution cost systems 
Capital expenditure evaluations 
Return on investment and other performance measures 
Manufacturing 
Production scheduling and inventory control 
Maintenance control 
Quality control 
Factory work simplification and work measurement 
Material and labor standards 
Warehousing methods 
Layouts of warehouses and simpler plants 
Marketing distribution ~ 
Marketing organization and administration 
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Salesmen’s compensation 
Product line evaluation programs 
Profitability of products, territories, distribution channels, etc. 
Marketing research 
Personnel 
Wage, salary and executive compensation 
Incentive plans 
Merit rating and job evaluation 
Administrative support 
Office, plant, and other departmental procedures 
Electronic data processing and other forms of mechanization 
Communications 
Records management and data retrieval 
Office layout 
Clerical work simplification, work measurement, work stand- 
ards 


Is your firm prepared to render any service beyond those listed? 


INTERNATIONAL AND NaTIONAL Firms. All but one stated 
that they did perform services in addition to those listed. 


Representative Answers. Generally, we furnish services in 
most of the areas referred to here and many others which come 
up on individual jobs. We do not attempt to work on such 
matters as layout of warehouses and plants, determination of 
salesmen’s compensation, market research, merit rating or job 
evaluation. Matters that do not relate to the collection of data 
and the presentation of data are not a responsibility we can 
assume. In the area of market research we may lend assistance 
in obtaining and developing facts with respect to the past; how- 
ever, to develop a market plan for the future is not a respon- 
sibility we would undertake, nor do we believe that any 
accounting firm should undertake to provide that kind of serv- 
ice. In general we recommend management engineers in this 
field, and work closely with management engineers to the ex- 
tent we can be of assistance. 

Yes; we render many but not all of the services listed. Be- 
yond these, we have been called upon to consult in other areas 
such as pricing problems and Robinson-Patman matters, mathe- 
matical and operations research techniques, and sales fore- 
casting. 
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No, except actuarial services. 


In addition to services outlined we make feasibility reports 
in regard to proposed new hotels and motels. 


REGIONAL Firms. Five were prepared to render additional 
services; 29 were not. 


Representative Answers. Yours is an excellent list of serv- 
ices; some of the skills listed are beyond our fields. However, 
as to “any service beyond those listed,” I gently offer this: I 
am, as you know, a lawyer and a C.P.A.; despite the American 
Bar Association’s seeming disapproval of the joint practice (and 
the efforts to move the A.I.C.P.A. to a like end), I may say, 
immodestly but emphatically, that many clients find that the 
joint skills, united, often yield better results at less cost. 

Yes, economic and market studies for proposed projects in 
our specialized field (hotel and club accounting). 

The only additional item that occurs to me is assistance with 
obtaining qualified high-level personnel in the financial end. 

An important service rendered by our firm that is in part a 
function of the management advisory service department and 
in part the function of a managing partner is to aid in negotia- 
tions for the purchase and sale of businesses, the arrangement 
of banking lines, the development of financial programs and 
assisting in many policy making decisions. 

Evaluation of advertising and public relations programs. Di- 
rect representation at banking and financial institutions. Direct 
representation in same areas of collective bargaining. 


Question 13 


Do you render any special services for particular industries, 
for example: textiles; petroleum; ranching or agriculture; retail 
trade; special types of manufacturing; hotels, clubs, and motels; 
or furniture? 


INTERNATIONAL AND NATIONAL Firms. Three replied in the 
affirmative. 


Representative Answer. If the question is to be interpreted 
as asking whether we serve particular industries to the exclu- 
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sion of virtually all other firms, and in doing so perform services 
beyond the normal scope of auditing, management advisory, 
and tax services (e.g., to serve additionally as the medium for 
gathering and disseminating industry statistics), our answer 
would be “No.” We do provide special services in certain areas 
such as in public utilities and transportation. 

Considerable special services for hotels, clubs and motels. 
We have specialists knowledgeable in actual operations. We 
compile statistical data in regard to the respective industries. 


Yes. We prepare statistics for certain trade organizations. 
REcIoNAL Firms. Affirmative, 13; negative, 24. 


Representative Answers. Special services for supermarkets 
and oilwell drilling contractors. 

We render special services to the organized wine industry. 

For some years we have had a department specializing in 
record keeping machinery and we have one man who studies 
the revolution in accounting machinery that has been and is 
going on. As a result of this we have made several installations 
in the wholesale jobbing trade and consider ourselves experts 
in this field. 

Yes. Hotels, clubs, hospitals, etc. (motels, motor hotels). 

Processing fruits for canning and packing—tanning reptile 


skins. 


We are experts in the music publishing field, which is very 
specialized. 


In textiles, inventory controls. In retail chain stores, inven- 
tory controls. 


Question 14 


Where no opinion can be given after a partial examination 
of financial statements, what of the following procedures are 


most usually omitted? Please mark them in order of frequency, 
most frequent being marked “1”: 


a. Physical tests of inventories 


b. Confirmation of accounts receivable by direct communication 
with debtors 


ce. Count or independent confirmation of securities owned or 
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held for safekeeping or in the client’s possession for other 
reasons 

d. Direct confirmation of cash balances by banks or other cus- 
todians 


e. Generally, physical or independent verification of any ma- 
terial asset or liability 


INTERNATIONAL AND NATIONAL Firms. There is more agree- 
ment than is shown by the regional firms but still great diversity 
except on items (a) and (b). 


Frequency 

Index a b c d e 

1 5 1 

2 6 1 

3 3 1 

4 1 2 1 

5 1 2 2 

5 6 5 4 6 


Representative Answers. I believe that most of the “no 
opinion” reports that we render relate to major uncertainties 
such as questions regarding realization of assets in a new com- 
pany, pending litigation, etc. We have relatively few situations 
where some generally accepted auditing practice is omitted, 
giving rise to “no opinion” reports. 

The situation envisioned in this question is largely inapplica- 
ble in our practice although we do have some instances where 
no-opinion reports are submitted and these would substantially 
be because of the failure to follow the extensions of audit pro- 
cedure. 


REGIONAL Firms. Not all firms answered. There is little 
agreement except on items (a) and (b). 


Frequency 
Index Al b c d e 
1 20 uf 
2 7 16 2 
3 il 9 8 
4 1 7 3 6 
5 i 12 4 


27 25 Abe 15 20 
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Representative Answers. We don’t make “partial examina- 
tions.” 


We rarely issue no-opinion reports. When we do, it is us- 
ually for a special purpose where client has other means of 
satisfying himself regarding omitted procedure. 

1. Omit (a) Physical tests of inventories; 2. Omit (b) Di- 
rect confirmation of receivables. We would rarely, if ever, omit 
(c), (d), or (e). On the other hand, we favor more frequent 
and regular confirmation of payables (strangely not stressed by 
ALC PA.), 

The procedure most frequently omitted to preclude an ex- 
pression of opinion is adequate physical testing of inventories. 
This is particularly true on new engagements where there is 
no proper certification as to the opening inventories. Non- 
opinion reports are declining in economic importance in our 
practice. The only other practical reason for no-opinion re- 
ports exists in cases where the client does not want an opinion 
and will not have one expressed under any circumstances. 

Generally, the only partial examinations of financial state- 
ments where no opinion can be given are in the case of interim 
work. In these instances the most usually omitted procedures 
are (a) physical tests of inventories and (b) confirmation of 
accounts receivable by direct communication with debtors. 


Question 15 


Do any of your clients rotate auditors from year to year? 
INTERNATIONAL AND NATIONAL Firms. All negative. 


Representative Answer. We know of no clients who rotate 
auditors on a year-to-year basis or on any regular basis for 
that matter. Often the “rotation” excuse is used to justify a 
change for another reason. We are practical and recognize 
the reasons for what they are. 


REGIONAL Firs. All negative except three. 


Representative Answers. None of the ordinary clients, but 
a city administration selects various accounting firms at various 
times for the departments that are audited by C.P.A.’s, 
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One client rotates auditors every five years. None rotate 
every year. 

The rotation of auditors in our practice is not a significant 
factor. There are a few governmental and eleemosynary insti- 
tutions that rotate on a three or five year basis. 


Question 16 


What do you think of the advantages or disadvantages of 
this practice? 


INTERNATIONAL AND NATIONAL Firms. All opposed. 


Representative Answers. Our firm is sufficiently large that 
most of the benefits of rotation are secured by: 


a. Continuous rotation of field staff on planned basis. 
b. Turn-over of personnel including managers. 
c. Growth and introduction or reassignment of partners. 


The cost of rotations to clients, we believe, exceeds the bene- 
fits obtained, except in the presence of special circumstances 
such as major shifts or turnover of management, poor per- 
formance, etc. 


Value of continuity. Efficiency in performing annual audit 
due to familiarity with company’s background, problems, and 
practices. 

Consistency in auditing and reporting practices. 

Costly and time-consuming to introduce a new firm. 

Fresh viewpoints obtained by periodic rotation of personnel 
of accountants. 

Unfavorable reaction of business community to rotation— 
might cause financial community to wonder why change was 
made—was it that company adopted accounting practice that 
was unacceptable to auditors of long standing. 


REGIONAL Firms. All opposed, but one, which recommends 
that rotation be limited to publicly held companies. 


Representative Answers. From point of view of clients, an- 
nual rotation of auditors appears to offer fewer advantages than 
disadvantages. First audits tend to be expensive, and if the 
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expense is not now borne by client when occasional change of 
auditors occurs, it would be if rotation were adopted. Lack 
of familiarity with a situation may overburden auditors to the 
degree that possibility is lost of breaking new ground, making 
constructive recommendations. These disadvantages more 
than offset the advantages of a new point of view (not fruitful 
every year) and added alertness which a new auditor may 
exhibit. From point of view of auditors the situation is similar: 
auditors would be required to spend more time in “learning” 
a job, leaving less time and thought for constructive efforts 
beyond the call of duty. 


While a claimed advantage might be the fresh approach of 
another mind, our limited experience with rotation suggests 
that the disadvantages prevail: Unwillingness of both client 
and auditor to undertake changes that may be of limited dura- 
tion; confusion and uncertainty; very likely added costs; the loss 
of continuity of experience, thought, and consecrated dedica- 
tion enjoyed by “permanent” clientele. 


From the client's point of view, the same effect can be 
gained from alternating staff and partners in the same firm. 


Question 17 


Do you generally get adequate cooperation from your cli- 
ents? 


INTERNATIONAL AND NATIONAL Firms. All affirmative. 


REGIONAL Firms. All affirmative but one, which says they 
do not get adequate cooperation from small clients. 


Representative Answers. Yes, except when an accounting 
department suffers from turnover of personnel (for whatever 
reason), and from problems beyond its ability or capacity— 
following a merger, or associated with rapid growth, etc. 


We usually get splendid cooperation from our clients. The 
exception would be the unusual case where we represent some 
adverse interest. 


Too many of our clients’ clerical staffs do not have the time 
or talent to prepare trial balances, analyses, and schedules for 
our use which would reduce our total hours. 
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Question 18 


If not (in answer to Question 17), what, in your opinion, is 
generally lacking? 


INTERNATIONAL AND NATIONAL Firms. (Position is summed 
up in the following answers. ) 


Representative Answers. Whenever a situation of inade- 
quate cooperation exists, it may be brought about by the fact 
that the client’s personnel are overloaded (sometimes because 
of inadequate personnel ), and we must make up for such short- 
comings. Although our policy is to serve reputable concerns 
only, occasionally a client may attempt to pursue an ill-con- 
sidered or evasive course of action. It is then our professional 
responsibility to try to persuade him to follow a proper course, 
one that will stand test of sound performance in the long run; 
and sometimes we are obliged to withdraw from an engage- 
ment when a meeting of minds cannot be obtained. Generally, 
the outcome is a rational course of action acceptable to all 
concerned. 


Where cooperation is not completely satisfactory, it is gen- 
erally due to inadequacies of client’s staff. 


REGIONAL Firms. No answer, 21; 2 said lack of coopera- 
tion is generally the accountant’s fault; 12 said it was generally 
the client’s fault. 


Representative Answers. 1. Client is in some difficulty and 
audit is being forced on him. 2. Insecurity on part of one or 
more employees of client. 3. Employee of client has worked 
for or has connections with another C.P.A. firm. 


In the rare instances when cooperation is lacking, we find: 


1. There is occasion for us to suspect irregularity by the client; 
unless cleared up, we withdraw. 

2. Or, the client does not recognize that cooperation on his part 
and on the part of his own staff will tend to reduce audit 
costs; education by us ordinarily removes this difficulty. 


We generally get adequate cooperation from our clients. 
Occasionally our clients enter into transactions without first 
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seeking our advice. We. discourage this whenever we can to 
avoid possible serious tax and other financial consequences to 
the client. ‘ 


The lack of client’s cooperation is due almost entirely to the 
accountant’s inability to communicate, or to his own lack of 
interest. 


Question 19 


Are your clients willing to keep you currently informed 
about their affairs in general? 


INTERNATIONAL AND NATIONAL Firms. All affirmative. 


REGIONAL Firms. Affirmative, 24; affirmative with qualifi- 
cations, 10. 


Representative Answers. Most of our clients are willing 
to keep us informed about their affairs but many do not seem 
to understand the importance of furnishing us with information 
about their operations except at the close of the year. Some 
are unaware of the necessity or desirability of consulting with 
the auditor or tax consultant. 

Personal tax clients generally do not realize how important 
it is to keep us currently informed of their affairs. Frequently 
they fail to tell us of substantial capital gains not anticipated 
in estimates. When the ultimate additional tax is substantial, 
the client registers great surprise. Stupid! N’est-ce pas? 

Yes, definitely; most of them rarely take any new step with- 
out first consulting us. 

Yes. They are with our partners, but will often refuse to 
pass some information on to our staff members. 

Yes—but again, this requires continuing efforts on the ac- 
countant’s part in the demonstration of his own active interest. 
No one who performs merely a cut-and-dried annual audit can 
long expect a “consulting” client. 

Our current contacts with clients are limited largely to situ- 
ations where advice on tax questions is needed. In our opinion 
we are deficient in not keeping in closer contact with our clients. 
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Question 20 


Do your clients cooperate in arrangements for doing interim 
work? 


INTERNATIONAL AND NATIONAL Firms. All affirmative, al- 
though one says there are some exceptions. 


Recronau Firms. Affirmative, 31; affirmative with qualifi- 
cations, 2; negative, 1. 


Representative Answers. Most of our clients cooperate in 
arrangements for doing interim work. A few have thought that 
interim work increases the cost and have objected to it. 

Not particularly. There is still a feeling that too frequent 
exposure to auditors is an intrusion or interference with the 
orderly, daily routine program of office operation. 

Yes. However, through extensive use of the natural busi- 
ness year, we have a very even flow of work on a year around 
basis, and therefore do interim work only when it is of special 
use to the client. 

Yes. Interim work is usually acceptable to our clients, and 
is automatic in many instances. The time for doing the work 
is arranged in cooperation with the client’s office, except in 
cases involving surprise counts or examinations. 


Question 21 
What are your views on ethical public relations: 


a. For the C.P.A. firm or practitioner? 
b. For professional organizations? 


INTERNATIONAL AND NATIONAL Firms. All of the firms be- 
lieve that something should be done to improve the public 
relations of the individual firm and of the profession as a whole, 
but there is a wide diversity of opinion on just how this should 
be done. 


Representative Answers. Ethical public relations for the 
firm implies advancing and supporting the profession as a whole 


186 APPENDIX A 


with the result that its members share the profession’s stature. 
Ethical behavior implies living up to the spirit as well as the 
letter of the A.I.C.P.A. code of professional ethics. Paradoxi- 
cally, ethical restraints in our view are a public relations 
strength, and not a limitation on professional behavior. For 
professional organizations, public relations efforts should be 
directed toward motivating individual members toward excel- 
lence in every respect; the function is advisory, and publicity 
is a working tool to be used with great care and precision. The 
American Institute and State Societies should show their mem- 
bers how to reveal acquired excellence tastefully and convinc- 
ingly to the end that clients, bankers, lawyers, and other special 
publics will understand the capabilities of certified public ac- 
countants. 


We are not sure that we understand this question. As a firm 
we endorse the A.I.C.P.A. Code of Ethics and favor a rigid 
interpretation. In some instances we believe that professional 
courtesies require a standard higher than that set in the Insti- 
tute’s Code and in such instances we try to govern our conduct 
accordingly. 


I do not clearly distinguish between (a) and (b) since in 
many areas the two overlap. In general the professional organ- 
ization can and should be charged with the duty of widespread 
dissemination of information as to the capabilities and limita- 
tions of the profession. The practitioner, except as he speaks 
in furtherance of (b) should in general not touch his particular 
capabilities as opposed to those of the profession but rest his 
own capabilities on the public’s evaluation of his past achieve- 
ments. 


To maintain the dignity of a profession, ethical public rela- 
tions are essential. Among the requirements therefor are the 
avoidance of even the appearance of soliciting clients, and espe- 
cially clients of other C.P.A.’s, and adherence to high standards 
of work with integrity and independence in reporting thereon. 


RecIionAL Firms. The regional firms are in substantial 
agreement with the larger firms, except that they seem to have 
more reservations and misgivings than the international and 
national firms, as the representative answers indicate. 
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Representative Answers. (a) If the C.P.A. firm or practi- 
tioner adheres strictly to the rules of professional conduct of 
the Institute there is little or no opportunity to conduct a public 
relations program or a client relations program. Our firm, and 
particularly myself, has been exceptionally active in civic af- 
fairs, community affairs, maintains membership in various or- 
ganizations, including the Country Club. But this does not get 
the message over to our many clients as to what we can do for 
them—and, in many cases what they need to have done. I 
could discuss this at great length. (b) Public relations pro- 
grams carried on by the Institute are of necessity quite broad. 
They are designed for the profession in general. And, I dare 
say, most of the information disseminated by the Institute does 
not get to the average client. State Society programs, if the 
State Society has such, are more direct and deal with problems 
and conditions of the particular area. However, our State So- 
ciety public relations program is practically non-existent. To 
get the maximum results, and to get the message to the clients, 
yes, to educate the clients with respect to what the accountant 
has to offer the client, a direct public relations (or client rela- 
tions) program is necessary. 


I am in full accord with general policies and trends in ethics 
promoted by A.I.C.P.A. The individual C.P.A. must build his 
reputation by his own personality, the firm by its service to 
clients and the profession as a whole by the public service of 
the professional organizations. 


(a) We have a program of having our partners join service 
clubs and other organizations with a view to meeting people. 
Our partners also frequently speak before service clubs and 
other organizations. Our accent is on meeting as many persons 
as possible without actively soliciting. As far as our own clients 
are concerned, and we consider them an important part of our 
public relations efforts, we try to do the best work that we can 
and present a good picture to them as far as our reports and 
communications are concerned. Also, periodically we issue 
bulletins to our clients covering changes in the tax laws. These 
have proved very effective in making them conscious of our 
existence. We also aré actively expanding our management 
services program in connection with our client relationship ac- 
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tivities. You have asked for a suggestion of new areas that 
your questionnaire might develop. Perhaps you should divide 
your public relations for the C.P.A. firm or practitioner with his 
own clients and/or with persons who are not his clients. Also 
under (b) what kind of professional organizations do you 
mean? Our partners are frequently asked to speak before pro- 
fessional organizations of various industries. Do you mean this 
type of professional organization or do you mean the organiza- 
tions of the accounting profession? If it is the former we be- 
lieve that when we are invited to speak or attend meetings of 
professional organizations we may do so and present the best 
picture of our firm as possible without soliciting. If it is the 
latter, we believe that our accounting professional organiza- 
tions are a fine medium to use to improve the public’s picture 
of our professions. All members of our firm and staff are en- 
couraged to take part in the affairs of the organizations of our 
profession. 


I am inclined to believe that Born the C.P.A. and the 
A.I.C.P.A. are too timid, too reserved, “too ethical,” in their 
public relations. We should LET THE PUBLIC KNOW MORE—edu- 
cate the public more—both in frequency and in depth. I think 
the proposed new rule on “solicitation” goes too far (far beyond 
the BAR rule). Nor THAT OUR FIRM HAS ANY INTEREST IN THE 
MATTER FOR OURSELVES: WE GET ALL THE BUSINESS WE CAN 
HANDLE, WITHOUT LOOKING FOR ANY, SIMPLY BY DOING GOOD JOBS. 


Public relations, like the poor, are always with us—whether 
we want them or not, whether the “image” is good or bad. 
Since this is so, the engagement of counsel to assist both prac- 
titioner and professional organization seems entirely ethical 
and correct. Simultaneously, we must strive to improve the 
substance reflected by the “image.” 


Having served on the Institute ethics committee for several 
years and also on the Institute trial boards, I could discuss 
this question at some length. 

(a) As a small firm, small town committee member I was a 
bit astonished to learn of the aggressive methods followed by 
one of the big eight particularly in the area of distributing 
technical material. A regional firm gave us some difficulty with 
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the question whether the senior partner was an author or an 
advertiser. On the whole I think the Institute has a very fair 
and comprehensive code of ethics, the enforcement of which 
could be improved by better organized cooperation with the 
state society committees. It seems to me that the situation is 
improving. The bane of our existence among the small firms 
is the lack of competence. It bewilders me that a person can 
pass the C.P.A. examination and yet apparently have no con- 
cept of the application of accounting principles and auditing 
standards in an actual engagement. Another damper on good 
professional posture is the frequency with which some local 
individual or small firm allows a strong-willed client to dictate 
what goes into a report. In Texas our faces were red when 
Bill Sol Estes presented a C.P.A.’s phony financial statement to 
the Department of Agriculture. 

In your letter of March 31 you asked for opinions on what 
should and should not be done. Your own professional back- 
ground plus what you have gleaned from conversations with 
other large firm partners doubtless leaves little that I could 
add concerning improper activities in that area. 

In the case of the small fry the Institute and some of the 
larger state societies are doing a masterful job with the pro- 
fessional development courses for the benefit of those of us 
who, are not exposed to large firm training programs. This 
should do much to improve our public image. 

It is obviously a must for all of us to participate to the fullest 
possible extent in civic and social service activities. Through 
the years I have served in a host of activities all the way from 
secretary of the local Little Theatre to the office of mayor. My 
partner is now devoting about 20 per cent of his time to similar 
projects. 

It has been argued that full fees should be charged for audit- 
ing charitable organizations, and then more substantial dona- 
tions be made in return. This is a good theory but it isn’t the 
practice here. 

More than a few accountants, I have observed, seem to be 
reluctant to engage in any civic activity that will result in 
their names’ appearing in public print. This attitude impresses 
me as a cover up for tiniidity or laziness rather than as a respect 
for the ethical code. 
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My reaction to your question concerning accountants as au- 
thors is that we do too little writing. If we have something to 
say about a public issue we should write a letter to the editor. 

(b) It never occurred to me to question whether or not our 
national and state organizations were conducting their affairs 
in an ethical manner. I do feel strongly that the Institute and, 
to a lesser extent, our State Society, are both rendering tre- 
mendous services in improving the image of the profession as 
a whole. 


Question 22 


What are your views on the relations of the internal and 
the external auditor? 


INTERNATIONAL AND NATIONAL Fras. All agree on the ne- 
cessity of close cooperation between the internal auditors and 
the outside accountants, and all agree on the importance of 
independence on the part of the internal auditors. 


Representative Answers. Every effort should be made to 
enhance the quality of services performed by internal auditors 
and to encourage their having the greatest degree of inde- 
pendence possible. Maximum cooperation between internal 
and external auditors is in the client’s interest to provide a full 
range of accounting services at minimum cost. 


If properly organized independently of operations, the 
internal auditor can properly carry out much detail work in- 
cluding preparation of schedules, reconciliations, etc. Where 
rotation is used as to divisions, etc., the outside auditor can 
properly omit any direct work if his review of the internal 
auditors’ papers discloses no points requiring further investi- 
gation. 


Where the client has an internal audit department, utiliza- 
tion can be made of internal audit reports, and the audit pro- 
gram modified. However, too often, internal audits are not of 
sufficient scope to be of much use. 


The independent auditor should have the right of review 
of all internal audit programs, the right of inspection of work 
papers to see that the provisions of the program are being main- 
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tained at proper frequencies and to have available for inspec- 
tion all reports submitted by the internal auditors. The audit 
program of the external auditor must necessarily then be pat- 
terned and substantially influenced by the program and results 
of the internal auditor’s program. 


Question 23 


What are your views on the place of the C.P.A. as an expert 
witness? Descriptions of actual experience would be particu- 
larly welcome. 


INTERNATIONAL AND NATIONAL Firms. All believe the ac- 
countant has an important place as an expert witness. 


Representative Answers. The C.P.A. must be a capable 
witness if he is to perform the services expected of him by the 
public. He must establish himself as an independent person 
who checks the facts without bias, recognizing the public inter- 
est which is involved. The profession’s training of individuals 
in the field of accounting is so poor that the average accountant 
does not make a good witness. Unfortunately, at the present 
time, the C.P.A. is often regarded as just another employee in 
a great many cases where he is asked to testify. 


1. In testifying as to facts and events, his training usually 
results in a more precise presentation thereof. 

2. In testifying as to matters of auditing and accounting 
standards and principles, he surely qualifies as an expert; the 
utility of his testimony depends on (1) his personal qualities as 
a witness, although usually he is more exact and less easily 
confused than many witnesses, and (2) the relevance of the 
particular testimony to the issues involved—frequently and un- 
fortunately he may be used as a “strong witness” on the stand 
although his testimony (as an expert) may be remotely relevant 
to the issues. 

3. On matters other than (1) and (2) his “place” depends 
more on his special qualities and background than on any gen- 
eral accounting or auditing training. 


The individual C.P.A. can be a good expert witness within 
the scope of his particular experience and knowledge. As an 
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example, our firm performs many engagements for independent 
insurance adjusters employed by insurance companies. One of 
our partners who has had many years’ experience in this field 
has successfully testified as an expert for insurance companies. 


REGIONAL Firms. All that have had any experience as wit- 
nesses believe the accountant is capable of acting as an expert 
witness, but there are several interesting replies that indicate 
the difficulties the smaller firm experiences with lawyers and 
courts. 


Representative Answers. As an expert witness a C.P.A. fills 
a useful and necessary role. Sometimes it is difficult to be given 
the time prior to trial or prior to pre-trial hearings to educate 
the client’s lawyer. In such cases the C.P.A. cannot contribute 
his best. In other cases the lawyers cooperate. In any event 
there is the difficulty of unraveling misconceptions that may 
be spun by the other side and of communicating with the court, 
including the jury when there is one. Perhaps the difficulties 
of C.P.A.’s as expert witnesses are no greater than those of other 
experts where explanations must be made to laymen. 


In at least two occasions during the past three years the 
writer has been an expert witness on the stand where another 
C.P.A. has been on the opposite side and where conflicts de- 
veloped. This was thought to be very unfortunate, as it must 
have developed a confusing picture of the auditing profession 
in the eyes of the outsiders present. A C.P.A. should approach 
any court case in which he is going to be an expert witness with 
a great deal of objectivity and try to avoid a position on a con- 
troversial matter where another C.P.A. might take the opposite 
side. He then becomes an advocate and loses his independ- 
ence. 


The C.P.A. has a definite place as an expert witness. Our 
experience is limited, principally because we avoid that kind 
of work. Many C.P.A.’s are of a retiring nature and shrink 
from the publicity and brow-beating associated with trials of 
any kind. 


We do not like the title “expert witness.” However, there 
is a very definite place for intelligent opinion testimony by a 
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qualified C.P.A. The C.P.A. is best qualified in this field when 
he is able not only to develop sound opinion on accounting mat- 
ters but as well to understand the philosophy of legal rules of 
evidence. About 35 years ago a prominent trial lawyer, after 
commending an auditor for an effective presentation of opinion 
testimony, said that he had always used with reluctance two 
classes of “expert witnesses,” namely surveyors and accountants. 
“The accountant, when he finds that two columns of figures 
when added produce the same total, will swear that the books, 
being in balance, are most certainly right. The surveyor, when 
he finds a set of field notes can be plotted so the perimeter of 
a tract of land is closed, will be ready to swear that the field 
notes are all correct.” We hope the last thirty-five years has 
changed the view of most accountants in this respect. 


From personal experience over a period of active participa- 
tion as an expert witness in many fields relating to accounting, 
I feel that the C.P.A. can play a most important part. Some 
of my experiences relate to the following: 

The application of a railroad to discontinue its passenger run 
between two major cities as being non-profitable was disal- 
lowed by the Public Utilities Commission based primarily upon 
our testimony. 

In a criminal case involving conspiracy to rig bids, impor- 
tant testimony was given by us as to the methods by which 
overhead could be properly computed. 

We have appeared as expert witnesses to testify as to proper 
accounting treatment where an accounting firm has been 
charged with improper application of accounting theories. In 
these instances the judge relied on our testimony as a guide 
for his own information as to the proper procedures. 

In another instance, on the basis of our testimony, the court 
held that a tort claim was not to be included as a current asset, 
resulting in a sufficiently decreased ratio of current assets to 
current liabilities as to come within the proviso of a bond in- 
denture that turned over the control of the company to a Bond- 
holders Committee. This happened to be a historical case 
resulting in a judgment of many million dollars against the 
officers of the company. 

I am not including the numerous times that I have appeared 
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as an expert witness in cases in connection with the detection 
of fraud. For the past thirty years I have made numerous in- 
vestigations for the Prosecutor’s Office. 

I have testified before a Senate Investigating Committee re- 
garding the determination of hospital costs in connection with 
the establishment of reimbursable Blue Cross payments. I 
have frequently been called upon to testify in litigated matters 
as to methods for the determination of goodwill. 

One of the principal requirements, it would appear to me, 
for a person to truly be an expert witness is not only his tech- 
nical knowledge but his ability to transmit that knowledge in 
understandable terms to his listeners. An expert witness must 
have the ability not only in his manner of self-expression but 
must also develop an expertise in the art of demonstration. It 
is most important to know how to properly use charts, graphs 
or tables to clearly demonstrate technical usages. 


The certified public accountant’s place as an expert witness 
is definitely growing in stature in our jurisprudence system. In 
situations involving income taxes, costs, casualty losses, etc., we 
have witnessed some outstanding performances by certified 
public accountants in court. In fact, members of our staff have 
made sterling expert witnesses. However, when it comes to 
attesting under oath as to generally accepted accounting prin- 
ciples, we have seen some rather sad performances. When the 
national firms have many definitive views and positions and 
render the same opinion under different sets of circumstances, 
this area gets a little difficult. 


Attorneys who have cross-examined C.P.A.’s have frequently 
expressed their delight at the C.P.A.’s lack of flexibility; his 
strained efforts at finite definition and boundaries; and gen- 
erally, his lack of capacity to communicate. 

I do not think that a C.P.A. who does not have the ability 
to integrate his client’s best interests with the varying levels 
of accounting theory should ever undertake to act as an expert 
witness. He can become a positively harmful influence to his 
client’s case, absent the qualifications in paragraph one. A 
good, flexible C.P.A., who can withstand the challenge of 
cross-examination, and can communicate, is a pearl beyond 
prices «4; 
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Question 24 


Is there anything you particularly want to say to a financial 
executive or the business world about our profession or its 
practice? 


INTERNATIONAL AND NATIONAL Firms. The answers to this 
question are necessarily varied but, in general, they stress the 
need for better understanding between business and the ac- 
counting profession. 


Representative Answers. The only message that I want to 
give the business world is that without a strong, independent 
accounting profession that the public can rely upon, the ac- 
counting and financial practices of business will be controlled 
by government. 


It is in the businessman’s interest to inquire deeply into the 
broad economic and social functions of accountancy as well as 
its capabilities for serving his decision-making functions; pro- 
fessional accountants need the stimulus of challenging ques- 
tions from businessmen. It is, of course, the C.P.A.’s responsi- 
bility to be alert to every possible opportunity to improve the 
meaningfulness of data upon which business decisions rely. 
But if business leaders do not make the effort to comprehend 
the full scope of accounting analysis, C.P.A.’s may not be able 
to make their maximum contribution to the financial operations 
of business enterprise; it’s a two-way proposition. 


The public accountant should be used for purposes other 
than the annual audit. He should be consulted from time to 
time for discussion of financial and tax matters—used as a 
sounding board for new ideas and new activities and generally 
for discussion of business matters. 


REGIONAL Firms. These answers stress the need for more 
cooperation between client and accountant, better understand- 
ing and better public relations. Some discuss unfair competi- 
tion and the deficiencies of the profession. 


Representative Answers. It seems to me that the average 
local practitioner is not so much interested in the business 


196 APPENDIX A 


world in general as in his own business area in particular. And 
in that area he is faced with many types of unrestricted compe- 
tition. The local practitioner meets his adversary with his 
hands tied behind his back. The public accountant and the 
unethical C.P.A. engage in competitive bidding; the “business 
engineer” solicits clients and carries out an extensive advertis- 
ing and promotional program to sell our clients a service we 
are capable of performing; several data processing service 
bureaus are operating within a radius of 200 to 250 miles of 
our office and are openly soliciting clients of ours as well as 
many potential clients; “estate planners” are coming into our 
area regularly and soliciting our clients (and selling many). 
Perhaps the problems confronting the smaller firm are consid- 
erably different than those of the larger firms. But, as ethical 
practitioners we cannot fight back against this type of competi- 
tion. Our only possible way to compete is to be able to get 
the message over to our clients in a direct manner. And this 
cannot be done by writing a letter to each one of them (some 
1,000) each year. We need a continuing program of public 
relations (or client relations) and such a program must be on 
a direct basis between the accountant and client. A public 
relations program dealing in generalities on the profession level 
will not do the job. In this area our firm is capable of render- 
ing services that no other firm in the area can competently 
render. Consequently, a public relations program designed to 
benefit all of the firms in general would not be broad enough 
to cover all of our services. We need to communicate directly 
with our clients and tell them what we can do for them. 


Income tax law, based as it is on net income, must necessarily 
reflect the complexities of the economic system—the variety of 
ways of earning a living or making a profit. Similarly, financial 
statements of businesses making those profits, also exhibit the 
complexities of the economic system. It is from these circum- 
stances—from these transactions and these results—that ac- 
counting principles must be derived, and in turn applied. 
Simplicity, conformity, standardization of reporting are diffi- 
cult to obtain to any substantial degree, and on the whole are 
illusory. Given an appreciation of the kind of economic com- 
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plexities with which accountants and financial statements are 
concerned, adequate disclosure and explanations are necessary 
for the understanding of financial statements, and much more 
so for their relevant comparison with those of other enterprises 
or periods. 


The following is probably not a four-square answer to your 
question, but it represents my major observation for our pro- 
fession: We are too much concerned with uniformity, with 
rigid rules and fixed standards; with Lrurrine our responsibility; 
with routines of Inventory tests and Receivables confirmation; 
all of which is oddly 1NconsistENT with our endeavor to EN- 
LARGE our functions toward counselling in management. Small 
businesses, in particular, stand more in need of broad-gauge 
counsel than OPINION audits. 


Yes—there should not be an instinctive negativism to C.P.A. 
firms who lack national repute. C.P.A.’s should be considered 
qualified, unless proven otherwise. In no other profession 
(law, engineering) is size of firm so emphasized in relation to 
quality and professional status of firm. 


It has been our experience in the past few years that a num- 
ber of important industrial concerns have been using small 
practitioners who have been completely incompetent to give 
adequate accounting services and advice. They have failed to 
grow with their clients. In each instance where we have gotten 
into these matters we have found much corrective work had to 
be done. In most of these instances, certified reports had not 
been issued and banks had accepted them. Had the banks 
refused to accept these statements and insisted upon proper 
audit reports, these industrial organizations would have been 
spared much grief. In many instances it was necessary to delay 
SEC filings for a number of years because of accounting inade- 
quacies that had to be corrected. We believe that the banking 
profession has done a disservice to the accounting profession 
by its failure to give more than lip service to the need for ac- 
curate reporting. It is also our opinion that a large stratum of 
the financial world has failed to recognize the fact that the cost 
of accounting services should not be viewed as a measure with 
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those of a highly trained bookkeeper. We find too frequently 
that proper recognition is not being given in terms of fees for 
the proper value of services given. 


The president of a local bank with seventy million in de- 
posits, who is a graduate of the Wharton School of Finance, 
astonished me recently by stating that he didn’t have time to 
read all the fine print and was interested only in what the bal- 
ance sheet showed. It is obvious that we have failed to edu- 
cate this banker on how to read an auditor’s report. 


B 


Glossary of Terms Used 
in Statistics and 
Operations Research 


ANALOG CompuTEeR. A computer in which numbers and 
mathematical relationships are represented by physical counter- 
parts. For example: (1) in a slide rule the logarithm of a 
number is represented by distance; (2) certain differential 
equations can be solved using a disk in contact with a rotating 
wheel. In most commercial analog computers, numbers are 
represented by electrical voltages. Accuracy in computation is 
limited by the manufacturing tolerances of the components. 


BayEsIAN Decision THEorRy. Formal procedures for revis- 
ing currently held probabilities in the light of additional 
information. Sometimes interpreted to mean methods for mod- 
ifying previously held beliefs in the light of sample evidence, 
when making judgments in the face of uncertainty. 


Bias. A persistent error in one direction as opposed to a 
random error. A method of sampling or measurement is biased 


1 Except for those marked with an asterisk (*) the definitions used in this 
glossary are adapted from the glossary of the same title included in the book 
Understanding Operations Research published by The Canadian Institute of 
Chartered Accountants in September, 1963. Permission to use this material is 
gratefully acknowledged. 
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if the average of a large number of observations does not tend 
to the true value but to some other value. 


CriticAL Path MetHop (CPM). A method of network 
analysis that can be used to indicate the trade-off between the 
cost and duration of a project. The critical path is that se- 
quence of activities through the network which must be expe- 
dited if the project duration is to be shortened. 


CYBERNETICS. The name (coined by Wiener, 1947) applied 
to the entire field of study in control and communication theory 
of machines, animals, men, and mixed systems. The name was 
instituted to foster recognition of the theoretical unity of such 
studies, and is generally employed when emphasizing this 
aspect. It thus relates to the study of organization. 


Decision THEory. The theory that deals with decision- 
making under uncertainty and seeks methods for selecting the 
“best” strategy (or alternative) from a set of possible strategies 
(or alternatives). 


Deterministic MopEL. A model in which chance or proba- 
bility plays no part. Outcomes (and variables such as sales) 
are assumed to be completely predictable. Compare with 
probabilistic model. 


DiciraL Computer. A computer so constructed that nu- 
merical calculations are carried out on quantities that are ex- 
pressed as digits, the number of digits used, and hence the 
accuracy of the calculation, being limited by the capacity of 
the computer. Most desk calculators are simple digital com- 
puters. 


“Direct Costinc. A method of determining periodic in- 
come. Under direct costing all costs are classified as either 
direct or periodic; and then further classified as manufacturing 
or non-manufacturing costs. The direct manufacturing cost, 
direct material, direct labor, and the variable portion of manu- 
facturing overhead are assigned to products and matched with 
revenues from these products at the time the products are sold. 
All other costs are assigned to the period in which they are in- 
curred. 
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EXPONENTIAL SMooTHING. A method of mathematically 
weighting and smoothing past observations for forecasting pur- 
poses in which the heaviest weight is placed on the most recent 
information. One of its major advantages is that only one fig- 
ure need be retained from one period to the next. 


FREQUENCY DistriBpuTion. The pattern formed when the 
value of a variable is plotted against its probability (relative 
frequency) of occurrence. The mathematical representation 
(or function) of this pattern is called the probability density 
function. 


NorMat DistriBution. The well known symmetric or bell- 
shaped distribution, which is fully characterized by its 
mean and variance. Also called the Gaussian distribution, 
it is one of the most commonly used distributions because 
of (a) the large number of situations in practice where 
this distribution is found to approximate the behavior of 
variables, (b) the ease with which this density function 
can be handled mathematically. 


Poisson DistripuTion. A widely applicable distribution for 
the frequency of occurrences per unit (for example, the 
number of visual defects per manufactured unit, or the 

number of arrivals per hour at a serving counter). 


Game Tueory. An extension of the theory of probability 
to provide optimal strategies for situations of conflict in which 
each participant attempts to advance his own interests at the 
expense of his opponents. 


INVENTORY ConTROL THEORY. The use of mathematical and 
statistical methods to answer the questions of when and how 
much to order, such decisions being optimal with respect to a 
given measure of effectiveness, for example leading to minimum 
inventory management costs. 


*LINEAR ProcRAMMING. A method of solving problems in 
which there are a main objective that involves maximizing or 
minimizing a characteristic; interacting variables; and, usually, 
other objectives in conflict with the main objective. In a busi- 
ness situation, the main objective might be minimum cost; and 
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the variables might be. customer orders, machines, products, 
marketing areas, and transportation modes. A conflicting ob- 
jective might be that all customer orders must be delivered 
within a certain time period. The interactions between the 
variables must be such that the algebraic relationship between 
them can be expressed or approximated in linear equations. 
This technique is applied in developing solutions to problems 
involving the allocation of a resource within constraints im- 
posed by various aspects of the situation. 


Matrix. An array of numbers (or symbols) arranged in 
rows and columns. When there are m rows and n columns, the 
array is called an m X n matrix (read, “m-by-n”). 


Matrix ALceBra. A mathematical shorthand in which mat- 
rices instead of numbers are manipulated to facilitate the 
manual solution of certain problems. 


Mopet. A representation of a system that can be used to 
simulate (or predict) the behavior of the system. A model 
may be constructed of symbolic relationships, mathematical re- 
lationships, or physical analogs (see Analog Computer). For 
example, a planetarium is an analog model of the solar system. 


OPERATIONAL Gaminc. A general term used to describe the 
simulation of operational decision-making through the use of a 
model or game, for example war games and management games. 
The consequences of many decisions can be observed and 
analyzed, and conclusions can be drawn through repeated 
“plays” of the game. 


PARAMETER. A quantity that characterizes a general class 
of systems or models, in which an individual value defines a 
specific case. Thus (a) the radius is a parameter in the equa- 
tion of a circle; (b) interest rate is a parameter in the model: 
interest earned = (interest rate) times (amount of money in- 
vested ). 


PERT. A contraction of Program Evaluation and Review 
Technique. A method of network analysis that uses three time 
estimates for each activity and gives an expected completion 
date for the project with a probability range about it. Can be 
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used continuously to monitor the schedule status. Originally 
developed for research projects where time estimates were dif_i- 
cult to make. 


PoputaTion. A collection of items or events about which 
conclusions are made, generally on the basis of a sample. For 
example, one refers to the population of invoices prepared by 
a department in a year, or the population of individuals in the 
market for a certain product. Also called universe or field. 


ProspaBiListic Mopet. A model in which chance plays a 
role. Outcomes and/or uncontrolled factors (such as sales) 
are random variables that must be represented by probability 
density functions instead of single values. Also called a sto- 
chastic model. Compare with Deterministic Model. 


PROFITABILITY ACCOUNTING. Defined as an accounting sys- 
tem that can satisfy the needs of financial accounting and man- 
agerial accounting through unification and integration of a 
number of concepts and techniques. These would include a 
capacity for absorbing systems of profit planning and responsi- 
bility accounting. It must further be capable of absorbing ap- 
plied techniques such as profit contribution analysis, standard 
costs and flexible budgets, and return on investment analysis. 
It must also be designed to produce reports for management 
that depict meaningful representations of performance as com- 
pared with the plans and measures of performance appropriate 
to the organization and the responsibility level of the man- 
ager to whom the report is issued. 


PROGRAMMING (MATHEMATICAL). A method of finding the 
mathematical maximum (or minimum) of a function whose 
variables are subject to one or more constraints. 


Dynamic. This technique reduces the problem of optimiz- 
ing N stages simultaneously to one of solving N one-stage 
problems. 


Heuristic. This kind of programming is designed to ex- 
plore the nature of the problem as well as to determine 
the maximum (or minimum). 
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INTEGER. Only whole numbers may be considered as pos- 
sible solutions. 


Linear. The function and constraints are expressed in 
linear terms only. 


PaRAMETRIC. The optimum value of a function is found for 
a variety of values of the parameter(s) to indicate the 
sensitivity of the solution to changes in the parameter 
values. 


QuapratTic. The function and/or constraints contain some 
terms of second degree but no higher. 


Stocuastic. Random elements are present in the function 
and/or the constraints. 


“Quaity Controt. A system of inspection, analysis, and 
action applied to a process or service so that by inspecting a 
portion of the whole output of the process or service an analysis 
of its quality can be made. On the basis of the analysis, action 
may be required to achieve and maintain an established level 
of quality. Inspection and analysis are usually performed by 
quality control departments, although inspection procedures 
are frequently designed into operations by quality control 
specialists for use by operation personnel. The actions indicated 
by quality control analysis are usually taken by operating per- 
sonnel. Quality control can be applied as a preventive tool to 
minimize defective output of the product or service involved. 


Quantiry. To express in terms of numbers that reflect rela- 
tive magnitude. 


QUEUING (oR WartrNG Line) TuEory. The theory that de- 
velops models for systems in which “customer” arrival and/or 
processing time cannot be precisely predicted. With such 
models, different levels of facility capacity can be compared 
for such as utilization percentage and average waiting time. 


REGRESSION ANALYSIS. Statistical methods for estimating or 
predicting the value of one factor (the dependent variable ) 
from values of other factors (the independent variables yi 
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Mu.treLe Recression. There are two or more independ- 
ent variables. 

LinEar REGRESSION. The independent variable(s) are rep- 
resented by linear terms only in the prediction equation. 


CURVILINEAR (OR Non-LinEAR) ReGrEssion. At least one 
of the independent variables is represented by a quadratic 
or higher degree term in the prediction equation. 


“RESPONSIBILITY ACCOUNTING. Responsibility accounting is 
a system of accounting in which the accounting structure is de- 
signed to fit the organization structure. Within such a system, 
organization plans and reports of performance can be compiled 
within the framework of the accounting structure and related 
to individual managerial responsibility. 


SIMULATION. Use of a model to reproduce the behavior of 
a real system under various alternative conditions. 


STATISTICAL DESIGN OF EXPERIMENTS. The theory that uses 
mathematical and statistical principles to so design experiments 
that (a) they are efficient, that is, the ratio of information ob- 
tained to work expended is high, and (b) the amount of work 
carried out is consistent with the objectives (including calcu- 
lated risks ). 


STATISTICAL QuALITY ConTROL. The system used to “con- 
trol” quality by applying statistical techniques to inspection 
data. In practice the term has come to mean the philosophy of 
“making it right in the first place.” Inspection results are used 
to locate sources of trouble, and control is applied at these 
points through the use of control charts or otherwise. 


SyNERGY. The phenomenon (caused by interactions) 
wherein the whole is greater than the sum of the parts. For 
example, the result of a simultaneous expenditure of $50,000 on 
advertising and $25,000 on increasing the sales force may be 
greater than the sum of the results obtained if these same ex- 
penditures were made at different times. 


SystEM. An array.of components designed to achieve an 
objective according to pian. The system may be structured or 


206 APPENDIX B 


loosely defined, manual or automatic. For example, the billing 
system in a department store comprises the people, office ma- 
chines, and forms required to bill the customer for his pur- 
chases. Similarly a heating system in a home is made up of the 
furnace, heating units, and the control unit (thermostat). 


TRANSPORTATION ProBLEMS. A class of linear programming 
problems that seeks the minimum cost schedule for shipping a 
product made or stored (in limited quantities) at several dif- 
ferent locations and required at a variety of destinations. The 
transportation method is a simplified linear programming ap- 
proach to this problem. 


UnivErsE. Same as Population. 


VaRIABLE. A factor the value of which varies (or may be 
varied ) in a problem under consideration. 


VARIANCE (STaTistTicAL). A measure of the spread of a 
frequency distribution or a body of data. Denoted by “sigma 
squared.” Note that this meaning differs from that generally 
used in accounting. 


C 


Statement on Auditing 
Procedure: 


To THE MEMBERS OF THE 
AMERICAN INSTITUTE OF ACCOUNTANTS: 


GENTLEMEN: 


Under date of May 9, 1939, the council of the American In- 
stitute of Accountants adopted a report submitted by the special 
committee on auditing procedure entitled “Extensions of Audit- 
ing Procedure,” and at the same time it was anticipated that 
the committee would make a supplemental report at the Sep- 
tember meeting. The report of May 9th emphasized that it 
was the ultimate responsibility of the independent certified 
public accountant to adopt such procedures as in his profes- 
sional judgment he deemed appropriate, but recommended that 
certain additional procedures regarding inventories and ac- 
counts receivable should be considered as generally accepted 
practice. It further recommended that, where these additional 
procedures regarding inventories and accounts receivable had 
not been undertaken, that fact should be disclosed in the audi- 
tors’ report or opinion. 

The action of the council received widespread support of 


1 Statement No. 1, Extensions of Auditing Procedure, issued by the Com- 
mittee on Auditing Procedure, American Institute of Accountants. Copyright 
1941 by American Institute of Accountants. 
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state organizations of certified public accountants, and the rec- 
ommendations evoked the hearty approval of investors, credit 
grantors, the press, and the public. 

During the four months which elapsed between the issuance 
of the report and the September meeting, the committee had 
considerable discussion and correspondence with informed 
people, both within and without the profession, and held a 
number of meetings. While the recommended additional pro- 
cedures had the united support of independent accountants, 
it was evident that there was some misconception as to the 
meaning intended to be conveyed by the term “physical tests” 
as applied to inventory quantities, that considerable misunder- 
standing had arisen as to the responsibility which the auditor 
might be assuming, and that the recommended reference in the 
auditors’ report of opinion to the omission of such procedures 
had been misconstrued. 

In its supplemental report presented to council under date of 
September 18th, the committee explained the term “physical 
tests” and indicated that in his capacity as auditor the inde- 
pendent certified public accountant could properly attend at 
the inventory-taking and observe the methods of taking the in- 
ventory, making in conjunction therewith such suitable in- 
quiries or requiring such test checks under his observation as he 
deemed advisable, and that such a program was within the 
meaning of the term “physical tests.” 

The auditor’s duty was increased in that the additional pro- 
cedures were adopted as generally accepted practice wherever 
they are practicable and reasonable, but beyond this the audi- 
tor’s responsibility remained unchanged. The responsibility of 
the management for taking proper inventories was again empha- 
sized. 

The committee reiterated its recommendation of May 9th 
that, where exceptions were required, such exceptions should 
be expressed clearly and unequivocally. However, where ex- 
ception was not called for under the terms of the report, it was 
felt that no good purpose would be served by requiring nega- 
tive explanations, because discussion and experience in the 
meantime had demonstrated that negative references in the 
auditors’ report gave rise to misconception in that they tended 
to convey implications of reservations or exceptions where none 
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existed or was intended. In other words, they had the effect 
of casting an unwarranted cloud on the statements. 

The council at its meeting on September 18, 1939, adopted 
the supplemental report of the committee which, after discus- 
sion at the meeting of the Institute on September 19th, was 
approved. The executive committee was authorized and in- 
structed by council to coordinate the two reports into one docu- 
ment and to distribute it to the membership. This document 
is submitted herewith; it supersedes the report of May 9, 1939. 

Respectfully submitted, 
EXECUTIVE COMMITTEE 
By: Joun L. Carey, Secretary. 
October 18, 1939. 


EXTENSIONS OF AUDITING PROCEDURE 


Report OF May 9, 1939, as MopirieED AND APPROVED AT THE 
ANNUAL MEETING, SEPTEMBER 19, 1939 


Following the adoption by council on May 9, 1939, of the 
report of the special committee on auditing procedure entitled 
“Extensions of Auditing Procedure” and the approval at the 
annual meeting of the supplementing and interpreting report 
of the same committee dated September 18, 1939, the executive 
committee was instructed by council to coordinate the two 
reports into one document and to distribute it. There is pre- 
sented herewith the modified report which deals with the fol- 
lowing matters: 


Examination of inventories 

Examination of receivables 

Appointment of independent certified public accountants 
Form of independent certified public accountants’ report 


Auditing procedures and related matters dealt with herein 
relate to those cases in which financial statements are accom- 
panied by a report and opinion of an independent certified 
public accountant. Accordingly, that which follows should be 
read in the light of this limitation. 

At the outset it is pertinent to state that, since the late dis- 
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closure of conditions existing in exceptional cases, certified 
public accountants have been considering possible implications 
which may arise therefrom in relation to their practice. The 
committee desires to state its opinion that auditing procedure 
has kept, and continues to keep, pace with the growth and de- 
velopment of industry and that the well established custom of 
making test checks of accounting records and related data and, 
beyond that, reliance upon the system of internal check and 
control after investigation of its adequacy and effectiveness has 
with very few exceptions proved sufficient for its purpose. Be- 
cause of public interest and discussion in the press, there is a 
question now before the profession as to whether its procedures 
shall be extended. In order to consider the question intelli- 
gently there must first be some general understanding of certain 
fundamentals. 

In the performance of his duties as auditor, the independent 
certified public accountant holds himself out as one who is pro- 
ficient in accounting practice and auditing procedure. The 
function of the independent certified public accountant is to 
examine a concern’s accounting records and supporting data, 
in certain matters to obtain outside confirmations, and to re- 
quire and consider supplementary explanations and information 
from the management and employees, to the extent necessary to 
enable him to form an opinion as to whether or not the financial 
statements as submitted present fairly the position and the re- 
sults of periodic operations. Generally speaking, his function 
is limited to reporting upon situations arising out of business 
transactions that have taken place in the past. In no sense is he 
an insurer or guarantor. In offering his opinion, the inde- 
pendent certified public accountant assumes heavy responsibili- 
ties. He must be skilled in his professional work and must have 
made a reasonable examination of the accounts in order to war- 
rant his expression of an opinion. He must state his opinion 
clearly and unequivocally. 

Management itself has the direct responsibility for the 
maintenance of an adequate and effective system of accounts, 
for the proper recording of transactions in the books of account, 
and for the safeguarding of the assets of a concern. It is also 
charged with the primary responsibility to stockholders and to 
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creditors for the substantial accuracy and adequacy of state- 
ments of position and operations. 

In order to qualify himself to carry out his function, the inde- 
pendent certified public accountant has completed a rigorous 
course of professional study and training as a background to the 
essential practical experience he must obtain, for it is only by 
study, training, and practical experience that the independent 
auditor acquires skill in accounting and related matters. In the 
ordinary course of his day-to-day practice, he encounters a wide 
range of judgment on the part of management, varying from 
true objective judgment to the occasional extreme of deliberate 
misstatement. He is retained to examine and report upon the 
affairs of a concern because, through his training and experi- 
ence, he has become not only skilled in accounting and auditing 
but has acquired the ability and habit of considering dispas- 
sionately and independently the facts recorded in books of 
account or otherwise disclosed by his examination and because, 
as a result, his opinion provides reasonable assurance that a 
fair and adequate presentation of pertinent information has 
been made in the financial statements. 

The independent auditor must also exercise his best judg- 
ment in determining the scope of his examination and in decid- 
ing whether the interests of stockholders and creditors justify 
the time and expense involved in the extension of any particu- 
lar line of inquiry. Experience shows that, with few exceptions, 
the personnel of business organizations is honest. The ordinary 
examination incident to the issuance of financial statements ac- 
companied by a report and opinion of an independent certified 
public accountant is not designed to discover all defalcations, 
because that is not its primary objective, although discovery of 
defalcation frequently results. In a well organized concern 
the principal reliance for the detection of such irregularities is 
placed upon the maintenance of an adequate system of account- 
ing records with appropriate internal check and control. It is 
the duty of the independent auditor to review the system of 
internal check and accounting control so as to determine the 
extent to which he considers that he is entitled to rely upon it. 
To exhaust the possibility of exposure of all cases of dishonesty 
or fraud, the independent auditor would have to examine in 
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detail all transactions. This would entail a prohibitive cost to 
the great majority of business enterprises—a cost which would 
pass all bounds of reasonable expectation of benefit or safe- 
guard therefrom, and place an undue burden on industry. 

In carrying out his work the independent certified public ac- 
countant must always be on his guard against collusive fraud 
and be alert in detecting any sign of such collusion. However, 
on the basis of his examination by tests and checks, he relies 
upon the integrity of the client’s organization unless circum- 
stances are such as to arouse suspicion, in which case he must 
extend his procedures to determine whether or not such sus- 
picions are justified. 

The independent certified public accountant should not ex- 
press the opinion that financial statements present fairly the 
position of the company and the results of its operations, in 
conformity with generally accepted accounting principles, 
when his exceptions are such as to negative the opinion, or 
when the examination has been less in scope than he considers 
necessary. In such circumstances, the independent certified 
public accountant should limit his report to a statement of his 
findings and, if appropriate, his reasons for omitting an expres- 
sion of opinion. 

Turning now to consideration of the specific matters referred 
to at the beginning of this report, it may be noted in passing 
that in some cases independent certified public accountants 
have attended at the inventory-taking or observed physical test 
checks of inventories and have confirmed receivables by direct 
communication with debtors. Such steps, however, have usu- 
ally been undertaken as additional procedures under arrange- 
ment with the client, or where the accountant thought them 
essential or desirable in a particular case. 

It is believed that recognition should be given to the wide- 
spread demand for an extension of auditing procedures with 
regard to inventories and receivables. However, it should be 
noted that additional expense to business will be involved in 
the added procedures. 


INVENTORIES 


Added steps may well be taken to give greater assurance 
with regard to inventories. The extent of such additional pro- 
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cedures will necessarily vary with the circumstances, because 
the independent auditor is justified in giving consideration to 
the effectiveness of the internal check and control as applied 
not only to book records, but also to the procedure of taking 
physical inventories. But, however extensive these may be, the 
training and experience of an independent certified public ac- 
countant do not qualify him as a general appraiser, valuer, or 
expert in materials. The public should understand that, while 
he can in his capacity as an auditor undertake additional pro- 
cedures as to inventories, such procedures do not invest his 
opinion with a degree of authority which he does not claim for 
it or impose upon him a measure of responsibility which the 
nature of his work does not justify. Such procedures are only 
for the purpose of satisfying himself as to the credibility of the 
representations of the management regarding quantity and con- 
dition. 

Taken in consideration with the foregoing discussion of 
auditing procedures, the following recommendations are made 
concerning inventories: 


(A) That hereafter, where the independent certified public 
accountant intends to report over his signature on the financial 
statements of a concern in which inventories are a material 
factor, it should be generally accepted auditing procedure that, 
in addition to making auditing tests and checks of the inventory 
accounts and records, he shall, wherever practicable and reason- 
able, be present, either in person or by his representatives, at 
the inventory-taking and by suitable observation and inquiry 
satisfy himself as to the effectiveness of the methods of inven- 
tory-taking and as to the measure of reliance which may be 
placed upon the client’s representations as to inventories and 
upon the records thereof. In this connection the independent 
certified public accountant may require physical tests of inven- 
tories to be made under his observation. 

In cases where the inventory is determined solely by means 
of a physical inventory at the end of the accounting period (or 
at a date prior or subsequent thereto but within a reasonable 
time thereof, with adequate records supporting the interim 
changes), it will ordinarily be necessary for the foregoing pro- 
cedures to be followed at that time. 


214 APPENDIX C 


In cases where the concern maintains well kept and con- 
trolled perpetual inventory records supported by (1) a complete 
physical inventory at a date not coincident with the balance- 
sheet date, or (2) physical inventories of individual items taken 
from time to time so that the quantity of each item on hand is 
compared with the inventory record for that item at least once 
in each year, it will be satisfactory to undertake the procedure 
outlined at any interim date or dates selected by the auditor, his 
purpose being to satisfy himself as to the credibility of the per- 
petual-inventory records and whether they may be relied upon 
to support the inventory totals as shown on the balance-sheet. 


(B) That hereafter, in the case of inventories which in the 
ordinary course of business are in the hands of public ware- 
houses or other outside custodians, direct confirmation in writ- 
ing from such custodians is acceptable procedure; except that, 
where the amount involved represents a significant proportion 
of the current assets or of the total assets of a concern, the inde- 
pendent certified public accountant shall make supplementary 
inquiries. 

It should be clearly understood that in undertaking these 
auditing procedures regarding inventories, the independent 
certified public accountant does so for the purpose of satisfying 
himself as to the credibility of the representations of the man- 
agement regarding quantity and condition and does not hold 
himself out as a general appraiser, valuer, or expert in materials. 

The general adoption of such added procedures regarding 
inventories may necessitate procedural changes on the part of 
clients. So many corporations close their books upon a calen- 
dar-year basis that it is doubtful whether the profession as at 
present organized can undertake the additional work ade- 
quately and satisfactorily on the last day of each year. Many 
corporations do not have adequate perpetual-inventory records 
and greater use of them should be encouraged. 

The extension of procedures regarding inventories would be 
greatly facilitated if each concern adopted its natural business 
year instead of the calendar year as its fiscal year, and intro- 
duced continuous well kept perpetual inventory records. 

The proposed changes will take time to bring about, and in 
the meantime the profession may well be faced with the neces- 
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sity of submitting qualified reports in those cases in which it has 
been impracticable to carry out the added procedures. 


RECEIVABLES 


In regard to the question of confirming receivables by direct 
communication with the debtor, the following recommendation 
is made: 


That hereafter, wherever practicable and reasonable, and 
where the aggregate amount of notes and accounts receivable 
represents a significant proportion of the current assets or of the 
total assets of a concern, confirmation of notes and accounts re- 
ceivable by direct communication with the debtors shall be 
regarded as generally accepted auditing procedure in the ex- 
amination of the accounts of a concern whose financial state- 
ments are accompanied by an independent certified public 
accountant’s report; and that the method, extent, and time of 
confirming receivables in each engagement, and whether of all 
receivables or a part thereof, be determined by the independent 
certified public accountant as in other phases of procedure re- 
quiring the exercise of his judgment. 


APPOINTMENT OF INDEPENDENT CERTIFIED PuBLIC ACCOUNTANTS 


Apart from the specific phases of auditing procedure which 
have been the subject of consideration, the method of appoint- 
ment of the independent auditor and his status in relation to 
the client are believed to be subjects of great importance to 
stockholders and creditors. 

To emphasize the auditor’s independence of the manage- 
ment, some corporations affected by public interest have 
adopted the practice of having the independent auditor en- 
gaged or nominated by the board of directors or elected annu- 
ally by the stockholders. Other corporations have provided 
that the stockholders be given an opportunity to ratify the 
selection made by the directors. 

It is suggested that the auditor should be appointed early in 
each fiscal year so that-he may carry out part of his work during 
the year. 
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5 > 
ForM OF INDEPENDENT CERTIFIED PusBLic ACCOUNTANTS 
REPORT OR OPINION 


The services which independent auditors render usually cul- 
minate in a report, which may take varying forms. In some 
cases a detailed report is rendered, accompanied by statements 
and supporting schedules; in other cases the report is limited 
to a concise statement of the scope of the examination and the 
related opinion of the independent auditor concerning the ac- 
companying financial statements of the client. For present pur- 
poses the discussion is confined to the short form of auditor's 
report, which is sometimes described as a certificate. The terms 
“report,” “opinion,” “report and opinion,” and “certificate” have 
been used interchangeably. As uniformity is desirable, either 
of the words “report” or “opinion” is recommended for general 
use. The word “report” has been adopted in the following 
comments. 

In January, 1934, the Institute issued a pamphlet entitled 
Audits of Corporate Accounts, dealing with a standard form of 
auditor's report. The short form of report then recommended, 
and since widely adopted by the profession, met a long-felt 
need. 

Developments during the five years in which the standard 
form of report has been used indicate the need of revision in 
the interest of clarity. The revised short form of report con- 
sists of two paragraphs. The first contains a brief statement of 
the scope of the examination, and the second deals with the 
auditor's opinion on the financial statements of the client as a 
result of his examination. 

The major changes recommended pertain to the description 
of the scope of the examination, specifically to include refer- 
ence to the system of internal control. The phrase “obtained 
information and explanations from officers and employees of 
the company” has been omitted because it is inherent in all 
auditing procedure to obtain information and explanations from 
officers and employees concerning the accounts, either as sup- 
plementing information obtained from other sources or as con- 
stituting the only available information on the subject. In the 
latter case, the auditor must decide, in view of all the circum- 
stances, whether he should rely upon such information without 
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disclosure of the source. The phrase in question has led to 
serious misconception as to the degree of reliance on such in- 
formation and explanations. The sense of the statement “but 
we did not make a detailed audit of the transactions” has been 
retained in a revised form. It will be recalled that this clause 
was included in the standard form of 1934 in order to make 
clear that the auditor’s usual procedure consisted of testing and 
sampling rather than a detailed audit. It is believed that the 
business and financial public now fully understand that, in a 
well organized concern, the detection of irregularities is pri- 
marily a matter of internal procedure, and that testing and 
sampling to determine whether such procedure is adequate in 
scope and effective in operation is the usual practice of the inde- 
pendent auditor. Nevertheless, it is considered advisable for 
the purpose of emphasis to include the phrase, “without making 
a detailed audit of the transactions.” There has been excluded 
the phrase “based upon such examination,” as it is obvious that 
the independent certified public accountant can express an 
opinion only after he has completed the work set forth in the 
first paragraph of the report. 

The independent certified public accountant should recog- 
nize that in some cases the revised short form recommended 
may not be altogether appropriate. For instance, there may be 
cases where the auditor may prefer to alter the first sentence of 
the standard short form, substituting some words to the effect 
that the accounting records (instead of the financial state- 
ments) have been examined. Obviously, also, it would be 
erroneous to mention internal control if none existed. Accord- 
ingly, while the proposed form is submitted as a standard, it is 
not prescribed or recommended for invariable use, but should 
be adapted to the needs of the particular case. For example, 
the report may be used in connection with an examination cov- 
ering a period of years, in which case a modification of language 
would be necessary. Also, in new engagements appropriate in- 
vestigations relating to prior years will have to be made to 
justify the use of the short-form report. However, in the in- 
terest of reasonable uniformity it is recommended that the 
substance of phrases in the standard form be used unless in- 
appropriate. - 

In considering the independent certified public accountant’s 
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opinion, the reader should bear in mind one of the most im- 
portant underlying concepts of financial statements, viz., that 
normally many of the assets of a concern are not realizable in 
cash, but are commonly stated at their historical cost or going- 
concern basis at amounts which are usually greater than the 
realizable value in forced liquidation. Again, the true profit or 
loss of a concern can be determined with accuracy only over 
its entire existence. Therefore, in any attempt to allocate to 
specific periods profit or loss applicable thereto, it must be rec- 
ognized among other considerations that, as many transactions 
are not fully completed within such periods, the result as shown 
must contain many estimates and approximations in the en- 
deavor to present fairly the operating results of a period in con- 
formity with generally accepted accounting principles. 

Assuming that normal procedures have been carried out, it 
is not considered necessary to describe the details of the exam- 
ination in this form of report. Any such details as are given 
should be included in separate paragraphs of the report. For 
example, reference may be made to procedures which the ac- 
countant has adopted regarding the examination of inventories 
and receivables; also, it may be pertinent to mention the fact 
that certain portions of the auditor’s work have been carried out 
at different times during the course of the year. This may be 
indicated by inserting the words “at times” in the first para- 
graph of the short form of report immediately after the words 
“by methods.” 

It should be borne in mind that the financial statements, with 
all supplemental descriptive and explanatory data, including 
footnotes, are regarded as representations of the client. It is 
upon all these representations that the independent certified 
public accountant renders his opinion. If he considers explana- 
tions essential or desirable, and they have not been made in the 
financial statements, it will be necessary for him to make such 
explanations in a separate paragraph of his report. 

In explanation of the general principles governing the au- 
ditor’s opinion, with particular regard to explanations and ex- 
ceptions, it is pertinent to state that the auditor satisfies himself 
as to the fairness of the statements “by methods and to the ex- 
tent he deems appropriate,” in general conformity with the 
auditing procedures recommended in the Institute’s bulletin 
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Examination of Financial Statements. Ordinarily, if he has so 
satisfied himself, he is in a position to express an unqualified 
opinion. However, if he considers it in the interest of clear 
disclosure of material fact to include explanations of procedures 
followed, he is free to do so. If, on the other hand, such dis- 
closures are made by reason of any reservation or desire to 
qualify the opinion, they become exceptions and should be ex- 
pressly stated as such in the opinion paragraph of the auditor’s 
report. As previously stated, if such exceptions are sufficiently 
material to negative the expression of an opinion, the auditor 
should refrain from giving any opinion at all, although he may 
render an informative report in which he states that the limita- 
tions or exceptions relating to the examination are such as to 
make it impossible for him to express an opinion as to the fair- 
ness of the financial statements as a whole. 

It is desirable as a general rule that exceptions by the inde- 
pendent certified public accountant be included in a paragraph 
separate from all others in the report and be referred to spe- 
cifically in the final paragraph in which the opinion is stated. 
Any exception should be expressed clearly and unequivocally as 
to whether it affects the scope of the work, any particular item 
of the financial statements, the soundness of the company’s pro- 
cedures (as regards either the books or the financial state- 
ments), or the consistency of accounting practices where lack 
of consistency calls for exception. 

It is the responsibility of the accountant—and one which he 
cannot escape—to determine the scope of the examination which 
he should make before giving his opinion on the statements 
under review. If in his judgment it is not practicable and 
reasonable in the circumstances of a given engagement to un- 
dertake the auditing procedures regarding inventories and/or 
receivables set forth in this report as generally accepted pro- 
cedure and he has satisfied himself by other methods regarding 
such inventories and/or receivables, no useful purpose will be 
served by requiring an explanation in his report. If physical 
tests of inventories and/or confirmation of receivables are prac- 
ticable and reasonable and the auditor has omitted such gen- 
erally accepted auditing procedure, he should make a clear-cut 
exception in his report. 

It is worthy of repetition that the extent of sampling and 
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testing should be based upon the independent auditor's judg- 
ment as to the effectiveness of internal control, arrived at as the 
result of investigations, tests, and inquiries. Depending upon 
his conclusions in this respect, the independent certified public 
accountant should extend or may restrict the degree of detailed 
examination. Consequently, in some cases it may be necessary 
to modify or omit reference to reliance upon the system of in- 
ternal control. Clearly also where a detailed examination is 
made, the phrase “without making a detailed audit of the trans- 
actions” would be inappropriate. 

It is contemplated that, before signing a report of the short- 
form type suggested, the independent certified public account- 
ant will be satisfied that his examination is in conformity with 
the procedures and practices outlined in Examination of Finan- 
cial Statements, a bulletin published by the American Institute 
of Accountants in January, 1936, or in any subsequent revision 
thereof. 

The report should be addressed to the board of directors or 
the stockholders if the appointment is made by them. 

The description of the financial statements in both paragraphs 
should, of course, conform to the titles of the accompanying 
statements. 

In consideration of the foregoing remarks the following short 
form of report is recommended: 


SHORT ForRM OF INDEPENDENT CERTIFIED PUBLIC 
ACCOUNTANTS REPORT OR OPINION 


To the Board of Directors (or Stockholders) of the XYZ 
Company: 


We have examined the balance-sheet of the XYZ Com- 
pany as of April 30, 1939, and the statements of income 
and surplus for the fiscal year then ended, have reviewed 
the system of internal control and the accounting pro- 
cedures of the company and, without making a detailed 
audit of the transactions, have examined or tested ac- 
counting records of the company and other supporting 
evidence, by methods and to the extent we deemed ap- 
propriate. 

In our opinion, the accompanying balance-sheet and 
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related statements of income and surplus present fairly 
the position of the XYZ Company at April 30, 1939, and 
the results of its operations for the fiscal year, in con- 
formity with generally accepted accounting principles 
applied on a basis consistent with that of the preceding 
year. 


It is worthy of repitition and emphasis that, while the pro- 
posed form is submitted as a standard, it is not prescribed or 
recommended for invariable use but should be adapted to the 
needs of the particular case. 
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Index 


Terms used in statistics and operations research are not in- 
cluded in this index but are listed alphabetically in Appendix B, 


page 199. 


Accountants; see Certified Public Ac- 
countants 
Accounting 
corporate, tax deferral method, 55- 
56 
cost, 27, 28-29, 113 
double-entry bookkeeping in, 114 
forensic, 99-110 
history of, 111-21 
limitations of, 114 
professional, growth of, 117-21 
revolution in, 114-15 
tax vs. business, 117 
as training ground for executives, 
ial 
Accounting-firm equipment, 145 
Accounting machinery 
evolution of, 113-14 
limitations of, 114 
Accounting profession 
before 1900, 118 
divisions of, 127 
Accounting Review, as 
forum, 125 
Accounts receivable, 215 
confirmation of, 67 
Administrative functions 
centralization of, 22-24 
common vs. local, 23-24 
Administrative support (cases), 46- 
49 
Advisory services to management; see 
Management advisory services 
American Institute of Accountants 
examinations of, 119 
formation of, 119 
American Institute of Certified Public 
Accountants (A.I.C.P.A.), 116, 
1125, 126, 127, 128, 135 


discussion 


and auditing standards, 68 
and professional practice, 14-16 
Analysts, financial, information for, 13 
Analytical auditing, 66-68, 113 
Annual audit 
and business year, 89-90 
and certification, 65-74 
Annual report, 11 
Annual report to SEC, 12 
Audit and investigation, 8-10; see 
also Auditing 
and access to records, 84-86 
and client—auditor cooperation, 80- 
81, 83-84, 86, 89-90, 92-98 
costs, reduction of, 78-81, 93-98 
duration, year-round, of, 89-90 
extent of, 65 
independent, 78-81, 84-98 
internal, 74-81, 91-92, 93-98, 190- 
91 
procedure, 68 
“proposals” for, 154-63 
report 
adverse, 74 
“no-opinion,’” 72-74 
and small corporation, 75-76 
standards 
necessity of, 65-71 
revision of, 68 
supporting schedules and lists, 90, 
93-98 
working-paper ownership in, 91 
working-paper preparation in, 79- 
80, 91-92 
Audit program, sample of, 93-98 
Auditing 
analytical, 66-68 
and auditor’s opinion, 71-74 
and computer, 69-71, 82-84 


223 


224 


Auditing (Continued) : 
representative program of, 93-98 
statement on, 207-21 - 

Auditor’s opinion 
adverse, 74 
certification of, 71-72 
for third parties, 9 

Auditors 
and EDP, 82-84 
rotation of, 142-43, 180-82 
selection of (for newly organized or 

acquired enterprise), 152-53 


Bercu case, effect on tax practice, 
128 

“Blue sky” laws, 13 

Budget control, 26 


Cases, illustrative, 6, 22-49; see also 
specific categories 
Cash flow, 57 
Certification, 65, 71-72 
Certified Public Accountants 
advisory services, limitations of, 49 
capabilities of, 112, 167-70 
cases against, 136-38 
and client expectations, 136-49 
competence of, 140-45 
educational requirements of, 119- 
21 
ethics of, 122-23 
as expert witnesses, 101-10, 191- 
94 
fees of, 144-45, 154, 155, 161, 163 
and government agencies, 151-52 
in group practice, 133-35 
independence of, 145-48 
individual practitioners, 128-29 
integrity of, 136 
in local firms, 129-30, 134 
and management advisory services; 
see Management advisory services 
in national and international firms, 
1OTT32=33 
objectivity of, 111-12 
partners and staff, judging, 141 
pioneer practitioners among, 118- 


practice and services of, 14-16, 167- 
98 

and proposals, 154-63 

and public relations, 122-26, 185- 
90 


INDEX 


in regional firms, 121, 130-33, 172- 
73 
reliance upon, 141 
restrictions upon, 148-49 
selection of, 127-63 
specialization among, 116, 171, 172 
and Tax Court, 59-62 
as tax partners, 150-51 
and tax planning, 8, 60-62 
and tax practice, 59, 150-51 
tax services of, 7, 60-64 
traditional services, development of, 
4 
and unheeded warnings to client, 
138-39 
Civic organizations, membership in, 
124 
“Claim of right” method, 55 
Classified records, auditor clearance, 
84 
Clean certificate, 71 
Combinations, 119 
Computers; see also Electronic data 
processing (EDP) 
and auditing, 69-71, 115 
and higher mathematics, 117 
and management advisory services, 
41-46 
and standards and methods, 69 
Confidential information, disclosure 
of, 84 
Conflict of interest 
and auditing, 87-89 
and company officers, 89 
Consolidated accounts, 113 
Consolidated statements, 113 
Corporate taxes, impact of, 50-53, 
116-17 
Corporation responsibility, 10-11 
Corporations 
and government requirements, 52- 
53 
tax department of, 51-52 
Cost accounting, 27, 28-29, 113 
Credit grantors, financial statements 
for, 12 
Criticism, independent, 148 
Customer complaints, 47—49 
Customers, small-business, 29-30 


Decision table matrix, 47—49 
Departmental organization, 172-73 
Dickinson, A. Lowes, 113n 


INDEX 


Distribution and marketing (cases), 
38-41 
Double-entry bookkeeping, 114 


Editors, financial, information for, 13 
Education, accounting, 114, 117, 119- 
21 
Electronic data processing (EDP) 
audit of results, 78-79 
auditor and, 82-84 
cases illustrating, 41-46 
service bureaus and, 79 
Employees, financial statements, 13 
Engagement procedures, 18-22 
Estate planning, 64 
Ethics, professional, of C.P.A.’s, 122— 
23 
Expert witness; see also Forensic ac- 
counting 
accountant as, 101-9 
attitude of accounting profession to, 
110, 191-94 
in cases, 105-10 
and conflict of opinion, 105 
in government proceedings, 104-5 
and legal counsel, 100 
qualification of, 100 
selection of, 99 


Fees and salaries, 144-45 
Finance (cases), 31-33 
Financial controls, 30-31 
Financial editors and analysts, infor- 
mation for, 13 
Financial executives and tax advisors, 
57-60 
Financial reporting, 10-14 
Financial statements, 11-13 
SEC requirements for, 116 
Foreign operations, 152 
Forensic accounting, 99-110; see also 
Expert witness 
Congressional committees, appear- 
ance before, 102 
definition of, 101 
development of, 101 
Frauds 
detection of, 139-40 
internal, 137-38 


Gantt, Henry Lawrence, 4 ~ 
Goldberg, Louis, 129n 
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Government agencies, responsibility 
to, 151-52 

Group practice, 133-35 


Harrison, G. Charter, 4-5 
Holmes, Oliver Wendell, 50 


Income 
business, 53-55 
tax services and, 7 
taxable vs. business, 53-57 
Income tax, personal, 64 
“Installers,” 28 
Institute of Internal Auditors, 75, 124 
Integrity of accountant, 136 
Internal audit and control, 66-67, 74— 
78, 80-81, 91, 93-98 
Internal control, improvements in, 
113-14 
Inventory, 212-15 
audit of, 67, 90 
control procedures, 34-35, 38-40 
levels of, 33-34 
LIFO method of, 113 
Investigation; see Audit and investi- 
gation 
Investment banking (cases), 31-33 
Ipswich Mills vs. Dillon, 91 


Journal of Accountancy, 125 


Labor unions, information for, 13 
Last-in, first-out (LIFO) method, 113 
Law and accountancy, 128-29 
Lawyers, in tax practice, 59-60 

Legal advice, on taxation, 58 
Legislation, proposed, advice on, 63 
Lennox, John E., 79n 

Levy, Arthur J., 128n 

Linear Programming “library,” 36 
Local firms, 129-30 


Maintenance controls, 30-31 
Management, general (cases), 22-31 
Management advisory services 
cases illustrating, 6, 22-49; see also 
specific cases 
clients, variety of, 17-18 
development of, 4-5 
engagement, steps in, 18-22 
selection and understanding of, 150 
services of, 17 
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Management advisory services depart- 
ment, 17-18 

Management-improvement program, 
29-30 


Management reports, 11 

Manpower planning, 38-40 

Manufacturing (cases), 33-38 

Manufacturing control, 26-27 

Manufacturing costs, 24-26 

Marketing and distribution (cases), 
38-41 

Materials handling facilities, 37-38 

Mathematical business models, 35-37, 
ibilzé 

Mechanized procedures, conversion to, 
Oa 


National Association of Accountants, 
124 
publications of, 125 
Negligence cases, 136 
New businesses, selection of auditors 
for, 152-53 
Nicholson, J. Lee, 4 


Patent litigation, 109-10 
Pilferage loss, 138 
Plant layout, 37-38 
Probability studies, 40-41 
Processing equipment, 37-38 
Production 
controls, 26-27, 30-31 
facilities, new, 35-36 
planning, 38-40 
schedules, 33-34 
Production order system, computer- 
ized, 48-44 
Professional accounting, growth of, 
Ee 
Professional ethics of C.P.A.’s, 122-23 
Professional organizations, tnember- 
ship in, 124-25 
Professional requirements, 119 
Professional service, evaluating, 120, 
141 
Profit-improvement program, 29-30 
Proposals for audit and accounting 
work, 154-63 
Public relations, 124-25, 185-90 
Publicity, views of profession on, 125- 
26, 188-90 


Qualified certificate, 71-72 


INDEX 


Receivables, 67, 215 

Recruitment and training policies, 
143-44 

Registration of securities, 12 

Revenue Code of 1954, 55 


Salaries and fees, 144-45 
Sales expense, 24-26 
Sales forecasting, 38-40 
Sales planning, 33-34 
Securities, registration of, 12 
Securities and Exchange Commission 
familiarity with, 151 
financial statements, 
for, 116 
origins of, 115-16 
reports to, 12 
Securities clearance, 31-33 
Small corporation, internal control, 
75-76 
Specialization of accounting firms, 121 
Sprague, W. D., 128n 
Statements, consolidated, 113 
Statistical sampling, 113 
Stockholders, 11-12 


requirements 


Tax accounting 
evolution of, 54-55 
and income, 7-8 
Tax advisors, 57-60 
Taxation 
authority, sources of, 53-54 
business purpose, establishment of, 
61 
and cash flow, 56-57 
effect on corporate planning of, 55- 
56 
and estate planning, 64 
federal, 50-51 
by foreign governments, 53 
and government requirements, 52— 
53 
local, 50-51 
and long-range planning, 56-57 
personal income, 64 
and policy, 57-58 
state, 50-51 
and Tax Court, 59-60 
temporary advantages, dangers of, 
56-57 
Tax authorities, C.P.A.’s appearance 
before, 60-62 


INDEX 


Tax department, 51-52 

organization of, 63-64 
Tax planning, long-range, 56-57 
Tax practice, lawyer and accountant, 


Tax returns, C.P.A.’s review of, 60-62 
Taylor, Frederick Winslow, 5 
Technological obsolescence, 26-27 
Third-party liability, 137 

Time and cost studies, 19-20 

Toan, Arthur B., Jr., 83n 
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Traditional services, development of, 


Training policies, 143-44 
Ultramares vs. Touche, 137 


Webster, G. R., 113n 
Working papers, auditor’s, 79-80, 90- 
91 


“Write up” work, 79 
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